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Lee-direct 1431 
(In the courtroom,in the presence of the jury.) 

ae VERE OF : LEE, Jr., called as a witness, having 

been duly sworn, testified as follows: 

Q Mr. Lee’, were you an employee of the American 
Stock Exchange in 1968 and 1969? 

A Yes,. sir. 

Q What was your position, please? 

Pa In 1968 and 1969 I was vice president and 
Secretary of the exchange. 

Q Were you an officer of the exchange? 

A. Yes. 

Q Sir, were you at one point a director of the 
depar*:ment of outside supervisicn? 

A Yes, I was. 

Q When was that please? 

A From 1950 until about 1962, I think. 

Q Was that department still in existence in 1968 
and 1969? 
: A No, sir. 

Q What were your responsibilities as vice president 
and secretary of the American Stock Exchange ? 


A Well, as secretary I was secretary of the board 


and the various committees of the exchange. As vice president 


I was in charge of the membership services division... 


Lee-direct 
Membership services divisicn? 
yes. 

Q What did that entail? 

A The division concerned itself with approval cf 
new members of the exchange, partners of member organiza- 
tions; approval of registered representatives, and in - 
those jobs we reported to the committee on admissions. 


We also had seme responsibility -- I think that 


et ne ee Ae A A a 


is the sum total of that division's responsibilities. 
Q Sir, the America Stock Exchange had a constitutioz 


and rules and regulations, did it not? : sae 


A It did, yes, sir. 
MR. BEEBE: I offer as the next piaintiffs' 


exhibit the American Steck Exchange constitution and rules 


dated April 15, 1969. 


(Marked Plaintiffs’ Exhibit 87 for identification 

MR. BEEBE: And the next exhibit, at the sats time, 
the American Stock Exchange constitution and rules dated 
March 1, 1970. SS 


(Marked Plaintiffs’ Exhibit 88 for identificaticn 


MR. BEEBE: And with the Court's permission I 


| 
| 
| 
| 
| 
| 
| 
| 
| 


« 


will substitute a Xerox copy of these, because i premised 


to return the originals to Mr. Loflin. 


I offer these in evidence. 


vs circ cneemearer ssn Sareea 
oe 
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THE CQIRT: Very well, they will be received. 
(Plantiff's Exhibits 87 and 88 received in 
evidence.) 
BY MR. BEEBE: 
Q Sir, in 1969 if there was a violation of the 


New York Stock Exchange's net capital. rule, would that 


Lee-direct 
MR. LGFLIN: I have no objection, ycur Honor. 
| 
| 
| 


also be a violation pe ete American Sta « Exchange's comparalille 
rule? 
A Yes. I believe our capital rules were substantially 
| 
the same as those of the New York Stcck Exchange, and | 
a violation of ons would be a violation of the other, yes, sir. 
Q Did there come a time in January, 1959, when 
you were advised at the American Stock Exchange that a 
certain Series B debenture at McDonnell & Company had been 
exchanged for Series E debentures? And I show you a 
document a January 2, 1969 -- 
(Marked Plaintiffs' Exhibit 89 for Sapnettication.) 
~Q -- which is dated January 2, 1969, apparently 
bh from McDonnell & Company to Mr. H. Vernon Lee, Jr. 
A Yes, I recall that. 
I offer that as plaintiffs’ next 


exhibit in evidence, 


Mr. Loflin, I will have an extra copy of this 


slhi Lee-direct 
furnished for all defense counsel end yourself. 

MR. LCYLIN: No objection. 

(Plaintiffs' Exhibit 89 received in evidence.) 
BY MR. BEEBE: 

Q Did there come a time when the American Stock 
=xchange acknowledged receipt of that letter? And I show 
you a document dated January 20, 1969, apperently from. 
Howard A. Strauss, assistant director of admi:sions to 
Thomas A. McKay at McDonnell -- 

(Marked Plaintiffs’ Exhibit 90 for identification. 
Yes, I am familiar with that. 

You ara familiar with that? 

Yes, sir. 

MR. BEESE: I offer that as the next exhibit. 

MR. LOFLIN: No osjection. 

(Plaintiffs' Exhibit 90 received in evidence.) 

Q Was Mr. Strauss the assistant cirector of 
admissions for the American Stock Exchange at that time? 

A Yes, sir. 

Q The American Stock Exchange was a separate 
exchange from the New York Stock Exchange, was it? 


A . Quite separate. 


Q Now, sir, did there come a time when the American 


Stock Exchange was notified by McDonnell & Canpany that it 
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was under its net capital requirements? And I show you | | 
a letter dated January 16, 1969, from McDonnell & Company | 
addressed to H. Vernon Lee -- | 
(Marked Plaintiffs" Exhibit 91 for identification.) 
oo and ask you, do you recall that, sir? | 
ves, I do. | 


' 
MR. BEEBE: I offer that as the next exhibit. | 
| 


MR. LOFLIN: No objection your Honor. 


\ 


(Plaintiffs' Exhibit 91 received in evidence.) 
Q And @id the American Stock Exchange acknowledge 


receipt of that letter by a letter dated Januery 20, 1969, 


which my copy does not have a signature on it but it 
appears to have the initials as the preparer of H.V.Le; 
it is addressed to Thomas Mchay at McDonnell & Company. | 

(Marked Plaintiffs' Exhibit 92 for identification. 

ves, I am familiar with that letter. 

MR. BEEBE: I offer tht as the next exhibit. 

MR. LGLIN: No objection, your Honor. 

(Plaintiffs! Exhibit 92 received in evidence.) 

HVL was yourself, is that right? 

Yes. 

I'would like to pause and reed that. 

From yourself to Mr. McKay, January 20, 1969. 


“Dear Mr. McKay: 


| 
| 
| 
| 
| 
| 
| 
| 
| 
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"This will acknowledge your letter of January 16tl. 
advising this exchange the capital position of your 
corporation under Rule 325 of the New York Stock Exchange. 
Your advising the exchange of the situation 
is appreciated and we would appreciate further your notifyine 
the exchange of future developments as they cccur. 


Sincerely Yours." 


Was tha exchange that you were referring to 


in the last sentences there the American Stock Exchange? 


A Of course, yes. 


Q Did you receive, in turn, a letter from Mr. 


McKay dated January 21, 1969, tna next day -- 


ee? 


(Marked Plaintiffs’ Exhibit 93 for ident ification.) 


Q -- acknowledging receipt of your letter that 


was just read? 


A .Yes, sir. 


PR. BEEBE: I offer that as the plaintiffs’ rext 


exhibit. 


MR, LCOPLIN: No objection. 


(Plahtiffs' Exhibit: 93 received in evidence.) 
BY MR. BEEBE: 
Q What did the American Stock Exchange do in’. 
response to these notifications concerning McDonnell 
Company's net capital position? 
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as a result of this notification. And if I may I would like 


to explain that under the rules of the American Stock Ex- 


A The exchange did not take any specific action | as 


change, which were widely published and readily available, 


and had been sanctioned over the years by the Securities 


| 
| 
| 
and Exchange Commission, the American Stock Exchange deterred 
to the New York Stock Exchange in connection with sur- | 
veillance of the financial condition and the conduct of | 
member firms which were members of bcth exchancges. | 
Q . Are you Cene, sir? | 
A Yes. 
Q And if the American Stock Exchange failed to 
perform its duties, what did the American Stock Exchange 
MR. LO@LIN: ‘Could I have that question read? 
THE COURT: Yes, you may. 
(Questicy read.) 
EEBE: I meant the New York Stock Exchange. 
My fault. 
Would you reveat the question as revised? 
(Question read as follows: 
"Q If the New york Stock Exchange failed to perform 
its duties, what did the AmericenStock Exchange do?") 


"A I would like to explain further that the American 


Stock Exchange in the case of firms that were members of 


2 

s1h8 Lee-direct 
both exchanges did not require such member firms to file 
with the American Stock Exchange financial reports and 
information affecting this financial condition for the 
reason that the American Stock Exchange relied on the 
New York Stock Exchange in that area. 

Therefore, the American Stock Exchange not having 
all of the information available to it, would not be in 
a position to taka action at that point. 

Q And if in relying on the New York Stock Exchangs 
the New York Stock Exchange failed to perform its duties, 
what did the American Stock Exchange do? 

MR. LOFLIN: Objection, your Honor. There is 
no foundation for that question. 

THE COURT: Let me hear it. 

(Question read.) 

THE COURT: I am going to sustain the objection. 

MR. BEEBE: I will try again on the forn. 


BY MR. BEEBE: 


Q testified that the American Steck Exchangs 


relied on the New york Stock Exchange? 

A Yes. 

Q To perform the appropriate regulatory functions 
under Rule 325 -- 


MR. BROOKS: He has not testified to that. 
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THE COURT: No, he has not. 

Mr. Beebe, you are going to get in trouble 
if you start summarizing his testimony in the questions. 

Why don't you just go ahead and put your next 
question. 

MR. BEEBE: It is in effect my fin. juestion. 
IY will rephrase it: 


Q If the New York Stock Exchange failed when 


you relied on them, what did the American Stock Exchange 


do? 

MR. LGFLIN: Objection, your Honor, unless it 
can be shown thet there was a particular context in which 
this alleged failure occrrred. 

There is no foundation for the question. 

THE COIRT: Sustained. 

Q Did the American Stock Exchange perform itself 
any regulatory functions with regard to McDonnell & 
Company and the net capital violations that were shewn in 
the exhibits we just put in? 

A No, we did not. 

MR. BEERE: I have no further questions on direct 
of this witness. 

MR. LOFLIN: I have no questions your Honor. 


TRE COURT: Mr. Brooks? 


MR. BROOKS: No questions, your Honor. 

THE COURT: All right, you may step down. 
THE WITHESS: Thank you. 

(Witness excused.) 


MR. BROOKS: I have a small housekeeping matter, 


ExhD it 26 for identification, all parties 


agree that my offer to put it in evidence would not: ke 


objected to. 

THE COURT: Received. 

(Plaintiffs Exhibit 26 received in evidence.) 

MR. BEESE: The plaintiffs rest. 

THE COURT: Now, ladies and gentlemen, the 
plaintiffs having rested their case in chief, that is, having 
put in their proof on their case in chief, there are certain 
matters that will require the attention of ccurt and counsel 
and to that end I think we have to give a fair amount or 
time, and you will be in recess until Mcnday at 2 in the 
afternoon. 

I have, as an estimate, that we hopefully 
will finish the case next week or possibly on the Monday, 
the day after. 

I trust that it does not work any irremedial 
hardship to any jurors who next week will be going into 
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the third week of their servicer. That is the prognosis, 
that we will possibly finish next week or no later then 
the Monday following. 

So you could have that in mind as you go into 
the weekend. 

I will ask you again not to discuss the case 
with each other or with anyene else. I will see you at 
2 o'clock on Monday. lave a good weekend. 

MR. BEERE: Whic time did you want counsel to 
gather on Menday? 


THE CGURT: 10:15. 


(Adjourned to Menday, May 12, 1975, at 10215 A.M. 


—— ena 


Sy 
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ay 


rar 
MARGARET MARY MC DONNELL MURPHY, et al. 
vs. ' 7h Civ 462 


Tl Civ 1946 
MC DONNELE & CO., INC., et al. 


May 12, 32975 
10215 acm, 


Trial resumed. 


{In open court; jury not present) 

MR. BROOKS: Your Honor, with the acreement 
of my co-defendants, I have been elected to lead off 
this morning. I have put before you all.of the 


defendant exchanges' original exhibits which have heen 


marked in evidence. Mr. Beeke stands ready to supply 


you with whatever plaintiffs’ exhibits you should 
require. 

Since plaintiffs have now rested, t 
exchanae, the New York Stock Exchanne moves for a 
directed verdict under Rule 509A of the Federal Ruins 
of Civil Procedure and renews its motion for summary 


jJudeoment which it has filed before and which the Court 
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has reserved decision on pending receipt of the evidence. 

The grounds for the motion are very simple. 
We think the plaintiffs have not introduced euetinient 
evidence to prove by a preponderance of that evidence 
the prima facie claim against the exchanae exists under 
the applicable law. 

I submit, your Honor, that the Court should 
grant the motion hecause reasonable men auld not reach 
a aifferent conclusion, and I beiieve that is the standard 
for a motion for a directed verdict in this circuit 
and is best articulated in the case of Radiation 
Dynamics vs. Goldmunts at 464 Fed. 24 876, a 1972 

e Second Circuit case. 

My arqument divides into two parts: the 
fraud claim and the reculatory claim and those two claims 
in turn divide into two parts. One is there was no fraud; 
and two, even if there was fraud the Stock exchanse has 
no legal responsibility aa that fraud. 

On the veculatory case we say that there 

“was no breach of a duty under Section 6. But even if 


there was a breach we say that breach did not injure 


these plaintiffs so as to provide the necessary element 


of proximate cause which they must prove as an element 


of their section 6 case. imme 


Bt 4 

Now, the even if arguments are primarily 
arguments of law, I think, but they nevertheless can 
be dispositive of the whole case against the exchance. 
The arquments as to fraud and proper reculation consist 
basically of assessments ofthe evidence and asking whether 
reasonable men could differ. 

on the fraud claims we have looked at the 
evidence and we see a failure of evidence to prove 
fraud; that is, that there was a misstatement or 
omission to any of the plaintiffs. And beyond that that 
there was no materiality as to these plaintiffs as to 
the alleged material to which they were either given 
misdisclosure or non-disclosure. 

I will treat each plaintiffs‘ claim separately. 
I am prepared to’ cite to the evidence for every proposi- 


tion that I put to your Honor. I have citations in mv 


° 


outline. I think at some point I will provide them in 


my orgal argument and at other points I will not hecause 
it will be too disjointed. However, I am nrefectly 
prepared to tender my outline to your Honor at the end of 
the evidence, should you wish each point annotated. 

I am going to start with a rather technical 
point for plaintifé Anna McDonnell, and that is she has 


no standing under Rule 10(b) (5) because she has not 
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purchased or sold any security that is at issue in this 
case. Your Honor will recall the evidence shows that 
“Mrs. McDonnell sianed a subordination aareement in 
1962, which is Exhibit JJ; a subordination aqreement in 
1965, which is Exhibit 00; and a subordination agreement 
in 1966, which is Receiver's Exhibit Al. 

Now, that 1966 aqreement continued in effect 
because it had no specific termination date. Tt was to 


be terminated on 100 days notice. in 1969, the 


transaction here challenqed, Mrs. McDonnell simply 


deposited additional securities in the subordinated 
account which had been subordinated in 1966. She was 
just as a depositor ina savings bank comina alona and 
putting another $10 or $15 in her savings account. 

Now, inthe case of Hughes v. Demnsey Tedaler, 

we made the argument that a subordinated transaction is 
not the purchaser's sale of securities, that it's merely 
a pledge. There Judae “ee said no, that's not so. 
S eardinatian agreement is an investment contract. But 
here, your Honor, that investment contract was entered 
into in 1966. There is no claim of fraud in 1966. 

Now, aettina to the real evidentiary matter 


‘as to whether any fraud was worked upon Anna McPonnell 


in 1969, what does the evidence tell us? Mrs. McNonnell 
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was fully aware of the risks of subordination ane does 
not deny that she had full awareness of the financial 
and operating condition of Mebonaed) & Co, in 

January of 1969. She mes not deny that. 

Let me make that more particular. There 
was a meeting in her apartment in 1962 testified about hy 
James McDonnell where Murray, Tom Ford, James, Bob 
REE her accountant, qot together to make sure that 
when she entered that first subordinated transaction she 
knew what the scheme of things were; that her money 
would be at risk, what a subordinated transaction was. 


Now, in May of 1963, James wrote a letter 


to his mother. That's Exhibit HH, in which he speaks 


about his apprehension of her status aS an wnsecured 
creditor of the firm. But she testified, in the 
transcript at page 214, that she was fully aware of 
these risks on her own, and in 1969 she testific that she 
knew the conditiaqn of the firm was w «se than it had heen 
in 1962. That's at transcript paqe 1941 and 1042. 
She said, "Because I knew things were worse in 1962 or 
I wouldn't have heen asked for more money." 

She then 


“Did you conclude that the reason why they 


needed additional capital waa that conditions had worsened 


SOUTHERN Dis. ICT COURT REPORTERS, US COURTHOUSE 


[hve Vee if ‘ 


rdr 
at the firm?" 

"Yes, I did.* 

At 1043 she testified that she cannot sav 
that Murray did not qive her information about worsenina 
Spaditions. and at 1044 she said she does not recall 
whether Murray told her about operating profitahility, 
violation of exchange capital rules, and operating 
problems. 

We know she apoke to James on January 29th 
about contributing additional capital, and that James 
“wrote her a letter on January 30, witch ig Exhibit ©, 
cautioning her about long-term capital problems at 
McDonnell & Co., and unnecessary risks. 

Now, your Honor, I submit that when there is 
a case of fraud and the plaintiff says she cannot recall 


or does not know one way or the other whether she got 


the intofmration which he complaint claims she did not 


get, she cannot as a matter of law prove hy a prepon- 
derance of the evidence that she has been defrauded. 
The "she cannot recall" cannot prove anything by a 
preponderance and there is no other evidence in this 
record. : 

THE COURT: Let's leave has noint on this. 


footing: Mr. Beebe, I am troubled by the one sentence 
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that I remember being testified to which is that she 

was aware in '69 conditions in the firm had worsened. 

I will hear you on whether that isn't all that is needed 

to destroy a fraud claim, because in the absence of anythina 
else she certainly is on notice that something needs looking 
into. 

But let me hear you on that. i am qoing to 
pass that for a moment because I want to co on to others 
that are more troublesome. But I have a feelina that 
that one étatnouat on her part may be -- not must he, 
but may be dispositive of this issue. 


I will be pleased to address 


THE COURT: Yes, I want to hear you on that. 
MR. BROOKS: Your Honor, I think the 
next vital element in a fraud claim is whether the 
information claimed to he misrepresented or omitted 
is merial information. The Second Circuit has said on 
April lst of this year that you must look at that 


question of materiality when you have a people to people 


kin? of transaction as compared to one of these prospectuses 


read. You have to look at these people tc people trans- 


actions to determine whether the information was 


which you have challenaed or something tha* 20,909 people 
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material to the person inolved in the traheactibn. 

If I might quote from the case of Titan 
Group v. Fagen, which was that Second Circuit 
case on April 1, there the Second Circuit said that 
there was an abundance of evidence of the matters that 
plaintiff really considered important in entering this 
face to face tranaaction; that while omissions in other 
circumstances have been demed material, the omissions were 
not material in these circumstances. And we so arque 
in respect to theinformation that the plaintiffs had 
labored over for two weeks the financial and operating 
condition of McDonnell, the financial condition should 
be qualified in respect to a capital violation of the 
stock exchance rules. 


I don't think there has been any showina 


that the financial condition of McDonnell was not 


sound. 

THE COURT: — Brooks, can we establish 
for purposes of this morning’s arqument that the 
“omitted” information, so we know what we are talking 
about in terms of omissions, are those that are set forth 
at page 14 of your memorandum, Mr. Beebe, which is that 
there are four of them. 


Mr. Brooks is not blessed with a copv and 


rdr 
vice versa, but the first one is that there was a 


violation of the capital requirements. The second one 


was that his back office had deteriorated to a state of 


chaos. The third that there was little likelihood 

they would be able to withdraw the subordinated securities 
in the foreseeable. Four, that a hich decree of 

risk was involved in the transaction. 

Are those what we are talking about 
there more? 

MR. BEEBE: I would add based on the 
evidence that emerged at the trial that there were two 
partners who were withdrawing with $400,000 of funds, 
according to Mr. Schuette's testimony and Exhibit 37, 
this is in early January 1969, and there was the loss of 
key personnel as' we saw the exchange knew end was con- 
cerned about, withdrawal of two partners, taking some 
$400,000 with them, and that's Exhibit a7 aad the 
evidence so far has shown that there was the loss of 
seven or eight of the top executives after Sean McDonnell 
died. He in turn was a top executive and McKay, even 


as ear._y as November 7, according to that Schuette memo -- 
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' ! 

according to the plaintiff. So Tt will read them again. | 
MR. BROOKS: I will not concede those were the | 
| 


facts at the time, your Honor. 


THE COURT: I understand. 


they were. I submit. they would not be material when it came 


to something, whatever was needed. 


MR. BROOKS: Let us proceed cn the basis that | 
| 
| 


THE COURT: Don't you think that last issue is 
a jury issue? If they are material to anyone, they might 
be material to ceca, and she may have had no concern 
with them. She knew the conditions had worsened and sne 

_.» Was a mother who was going to try to keep the family in- 
vestment going. But I think you are on weak ground. 

MR. BROOKS: t me try to move you from that 
positioa by reading to you some of the testimony that has 
been put in the ieees by Anne McDonnell, on page 1041. 
She was asked about making the subordinated transaction 
and she responded: 

“Any child had what they wanted if I could give it 
to them, help them out." 


And at page 1053 she Said: 


* 
bi * 4. ° 


Sie fs Ce el es 
AS T. Murnay McDonnell is my son I agreed to 


subordinate my account at McDonnell in 1962 and 1965 and as 


meh2 


Your Honor, I point ow to you that there has been 
no testimeny by this plaintiff or by any plaintiffs that 
had she known of these things that she would have acted 


any differently. I submit on this record it is perfectly 


she would have acted bigger and faster, she would have put: 


moze money in faster. There is nothing in this record to 


show that she would have acted any differently. The 


| 
| 
clear if she did not know about them ard had been told, : 
t 


plaintiffs have to prove by a preponderance thet issue of 

materiality. They can't just leave it hanging ard say, , 
"T might ee held up a little; I might have considered | 
it a little Sucthien No, she hasn't said anything like | 
that, and all the inferences are to the contrary. But, os 
Honor, that is not a jury question, because there is no | 
| 
| 
1 


the Carlton House Hotel about July of 1969, where the family . 


evidence to get to the preponderance that it could be 
material to her. . I suggest the answer is she will have 
done more. 


New, there has been testimony of a meeting a 


was gathered together, and Paul McDonald came in and 


essentially told the family of the condition of the firm 
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and where he was gOirg to take it. I submit that meeting | 
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7HE COURT: Hr. Dubin, it woeule assist us all 


if you would unveil the charge here for the purpose of this 


| 
! 
| 
| 
| 
was testified to by James at page 225 of tne transcript. | 
| 


morning's argument. : 

MR, BROOKS: I submit after the July macting | 
at the Carlton House Mrs. McDonnell ceuld not deny overything 
there was to know about the firm, that Pzul McDonald, in | 
essence, laid it on the line. 

Now, anes she authorized Muxray to Sign the re- ! 
capitalization agreement, September 30th, as of Cctober 15th, 
dociments which were testified to at transcript 1049, 

Exhibit . she stated that she did authorize Murray to sign 
her neme. I suggest there can bo no doubt 
that the fuli facts were known to everybody. 

We come now to the “even if" argumant for thn 
stock exchange, and that goes even if Murray did not give 
it to his mother accurately and Seeaieks January of 
1269, the stoc« exchange has no liability under the fraud 
laws to Mrs. McDonnell. 

MR. BEEBE: No relation of that Beete to me. 

MR. BROOKS: I will concede that for the argument 
only. I think those cases make clear that the exchange ! 
is not a party to a transaction such as this, does not know | 


of the possible fraud that is being worked, does nothing 
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to assist it, hos no responsibility for what an officer 

of a member firm might do out there in the bull 

to a prospective capital contributor. I suggest that was 
the case here. There was absolutely no communication between 
the stock exchange and Mrs. McDonrell in conanecticn with 

any of her transactions. She had been an investor in the 


firm since 1961. She was the metriarch of the McDcnnell 


family. The exchange had every right to assume that with that 


background she would know what she needed to kno to invest 
2 little bit more in McDonnell & Company. I think the 
exchange also has a right to rely on a respected chief 
executive officer of a respected brokerage firm to provide 
fair disclosure to the mother of that officer, bersor 

who had been associated with that firm for 50 years, 
especially when it knows that the firm is guided by capable 
legal counsel and dces underwritings all the tire and should 
know full well what the disclosure iu tiel ace: 

Now, the exchange until it received notice that 
there had been deposits to two existing subordinated 
accounts for Margaret Mary McDonnesl Murphy did not iow 
where that $500,000 of necessary ne* capital was going to 
come for. It was told after the deposit had been made. 
There was no approval required of Mrs. McDonnell. She had 


been approved back in 1962. And, in any event, the agreement, i 
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Receiver's Exhibit B-1, provided in paragrzph 10 that the 
agreement was effective wiether or not the stock exchange 
approved Mrs. McDonnell. 

There has been a lot of testimony in this case 
about knowledgeability letters, that there was a knowledge- 
ability letter required by the stock exchange of capital 
contributors of McDonnell Company, people who hed renewed 
b sithnt contributors that ha@ expired. That is 56A. That 
has a form attached to it which I think your Henor 
Si aiubtektues to avoid a trial and dispose of these c 
. by summary judgment. I think it is en accurate cha 
tion, but if you take a look at the letter attached to 
56A, Mrs. McDonnell is nct one of those parsons. If you 
take a look at the letter attached to 56A, the covering 
letter, it would ‘ncthave required a knowledgoability letter 
from McDonnell in January of 1969, because she was not 
a capital contributor for the first time, and she was 
not renewing Capital contributors. And, in any event, I 
suggest on a matoriality issue if she had been asked to 


sign such a letter it would have made no difference. She 


did not testify that it would make a difference. There was 


no attempt to get her to look at this letter and say, 
“By God, if Murray came in with that letter I would have 


sent kim packing." I think all the evidence indicates an 


— =e. * 
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inference to the contre2y. 

Now I will move on to Mrs. Murphy. I think on 
che question of fraud the information ithat she clims was 
given to her by Murrey and by Rick Olney is not misleading; 
it is true. Assuming that she was told that capital was 
needed for the underwriting, that has nct been shown to be 
untrue by the plaintiffs. McDonnell was doing underwritings 
all the tine. t may very well have nected her capital for 
an underwriting. 

THE COURT: That is a substantial jury question. 
It seems to me if the stock exchange saic, “Wa want X 
thousand dollars a week,"and it was forthcoming from 
Mrs. Murphy, and used for something els:, the jury can find 
that McDonnell & Company was misrepresenting the purpose 


for which it was ‘being solicited. 


MR. BROOKS: Let me move on, because the situation 
had changed by February 4th, when Mrs. Murphy signed the 
documents and presumably put her money in the firm. 

THE COURT: I don't think you reatie ought te waste 
much time on that. I feel strongly that is 2 jury question. 

MR. BROOKS: Is your Honor aware of the subordina- 
ticns, that they put in enough capital to meet the 500,000 
requirement, to bring them back in compliance, and $450,000 
extra net capital on January 30th, so that when yrs. Murphy 


SOUTHERN Di’. siCT COURT REPORTERS, U.S. COURTHO!'sL 
FOLEY SQUARE. NEW YORK. N.Y, — 794-1020 


mmh 1458 
came along cn February 4th she was putting her money into 
a firm that was $500,000 to the good on the net capital 
rule? I suggest that makes quite a difference whether 
she is told of a capital violation or not. Somebody might 
S2y, “Well, she needs a little historical review," but 
not with this relationship. 

THE COURT: You are saying that the stock exchange 
ionaeits for immediate capital had already been net? 

MR. BROOKS: Yes. I think you can see by taking 
Exchange Exhibit C, which is a letter to the stock exchange 
saying that on Jenuary 30th they have deposited into 
accounts $950,000, and all they needed was $450,000. 
gt almost half a million to the geod. 

ee Murphy said that Rick Olney told 
there was no risk involved amthat the paintings and 


furniture. and the stock exchange seats could he sold to 


ay back her loan if necessary. Rick Olney's opinion as 
y y 


to whether there was no pier or not was his opinicn, 

and there is no reason to disbslieve that waz not his 
opinion. Plaintiffs have put in no proof to show that it 
was not his true opinion. I think when you are talking 
about opinion evidence or cpinionn you have to show the 
Speaker did not reasonably hold tiie opinion. There is no 


evidence cn that whatscever. 


I think it has been shown by all of the 
witnesses that the paintings cn the wall, ieee furniture. 
and the stock estoheanae seats could be sold to raise cash, 
and the cash could be used to pay off Mrs. Murphy. I 
don't think there is any doubt about that. 
Now we come to the materiality argurent with 


Mrs. Murphy, and again we are relying cn the Titan case. 


Mrs. Murphy testified that she agreed to subordinate her 


account as a favor to her brother Murra ye I submit that 
there has been no testimony that they would not have dcne 
Murray that same favor had she, assuming she didn't get 
the information, had the information. She has not said, 
"JE I knew thet I would not have done the d2zi,” And 
all of the inferences are to the centrary. 

I think what nat to a subordinated investor 
in a brokeraga firm is not wi i it complies with the 
artificial maasurement of nat capital under Ru 
what the net worth of the firm is, whzt are the assets 
of the firm. Exchange Exhibit AN, the white sheet showing 
the exchange examiner's analysis, shows that at the same 
time it had a capital ratio that needed improvement cies 
Rule 325, it had a net worth of $16,000,000. I think 
in irs, Murray's case, too, we bring into application 
the bedy of law that says that somebody who is making a 
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securities transection has to exercise some due cere 
commensurate with their education and background before 
they go and try to shift the less to someone else. 


THE COURT: Let ma ask you a questicn that troubles 


me on the materiality argument. Mrs. Murphy has given 
ee that, "If I had known any of the items 1 through 
6 I would not have done it." Or is it sufficient that 

. reasonable person has testified to the fact, “Rick, 


there eny risk in this?" And he says, "io, does that 


you to the jury cn the theory that it 


as to whether, in fact, there was risk and tha 
have made a difference? 

MR. BROOMS: I think the me stion cf omitting to 
deny is a eee I don't think it knocks it away from 
the jury. 

THE COURT: It seems to me that a reascnable man 
could conclude that if Mrs. Murphy knew that there was 
a possibility that $300,000 could go down the drain on this, 
she might very well not have dono it. 

FR. BROOKS: There has to be enough evidence 
to get to the jury and permit them to ke able to say that 
is what Mrs. Murphy would do. 

THE COURT: I would think on her statement that 


she asked Rick Olney and he said no, that evght to get 


minh 

her to the jury on that issue. Maybe there are other issues 
that take all issues from the jury. But it seems to ma 

on that issue where she is concerned about risk, that 

there was, in fact, the possibility of a risk, you can 
assume it would have been material to her. 

FR. BROOKS: I think it is an awfully slim reed 
that a reasonable man would find by a preponderance of the 
catia that these things were important to her when you 
balance it off against all the other things that she has 
testified to. For instance, there was the conversation 
between her and her husband and the question was asked, 


"Should we investigate?" 


THE COURT: And she said, "Don't you trust m 
y 4 


brother?" 


MR. BROOKS: "Don't yor trust my 
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MR. BRCOKS: I think all of the indicia 
that we have in this record, and there aren't a heck 
of a lot -- 

THE COURT: That works both wavs. Did she 
trust in front? 

MR. BROOKS: -- show the things she was 
relying on, the things she considered material, whether 
her brother was asking and it was a family firm, “Don't 
you trust my family?" 


She siaqned these documents without even 


reading them, she has told-us. She sianed where it 


says X and went hack to bed. 
Now, I think when you call on someone else 
to stand for your loss in an investment, the person is 
entitled to have’ you exercise a little reasonable care. 
THE COURT: Mr. Brooks, we are only discussina 
the narrow question of materiality. Sena inecichh care is 
another matter. . You will — to that, I'm sure, in due 
course. I am just probing this one araument that I don't 
f think is qoing to carry the weioht nae you attribute 
to it. 
MR. BROOKS: IT will move on, your Honor. 
If Mrs. Murphv were siqning things just because there 


was an X thereon that morning in February, it didn't 
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matter whether there was a knowledqeahility letter put 
in front of her or not. She would have siaqned where X 


was. She wouldn't have read it. She didn't 


a NE ee ee I ee 


read any of the other documents. 


Now, her failure to read these documents 


ee cn + eR 


caused her never to exercise the 100 days notice clause that; 
was in her agreement by which she could have extricated 


herself from this predicament when she learned in early 


spring that her sister-in-law, Sandy McNonnell, Sean's 
widow, had £ et that things were all not well at 
the firm of McDonnell & Company. 1N0 days she would have 
been out, late Aucust. Instead in late Anaust, instead 
of getting out she siqned the reorqanization aqreement 
where she hecame an equity holder rather than a subor- 
dinated lender. 

Now, your Honor, passing by the questions of 


ohh 


fraud and materiality in the initial transaction, I don't 
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think there is any Goubt in all the testimony we have had 


in this case that by the time Mrs. Murphy sicned those 
reorganization documents in September and October she 
knew that McDonnell t’as in bad shape. 

She was told that by Sandy McDonnell in 


@arly sprina. She was told that by Jim and Moraan 
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Guring the summer. She was told that hv Paul McNonala 
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_when she met with him on September 30 and was asked to 
sign these documents, and told why. 

Now, the documents ask the exchanae to 
suspend certain restrictions, in view of what the McDonnell 
family was goina to do to the capital structure of the 
firm to improve it. That was the deal that Jim 
testified that he told her to qo along with, transcript 
page 183. 

All these things aside, whether your Honor 
is convinced on the fraud or on the materiality, I think 
that it's perfectly clear that the stock exchanae has no 
responsibility for it if it were worked upon Maraaret 
“Marcy McDonnell Murphy and his assistant, Rick Olney, 
because the ssi had no communication whatsoever 
with Mrs. Murphy. 

To a person not a party to the transaction, 
it can have no liability as it cannot to ee McDonnell's 
transaction on the basis of the Lanza case, Wessel case 


and the Beebe case. 


Again, Mr. Murphy's aqreement, subordination 


agreement, which is Exhibit 3, in its paraqaraph 19 pro- 


vides that the deal is effective whether the exchange 
approves Mrs. Murphy or not, so when she sicned her 


name where it said X she was locked into the deal for 109 
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days whether the exchange approved her as a capital 


contributor or not. That was still part of the capital 


structure of McDonnell & Company, therefore creditor 
The only difference would be if the exchanae didn't 
approve Margaret as a person of qood character, tt couldn’ t 
be considered as Rule 325 capital. But Lt was still 
there as capital for creditors. 

Sco I cannot see how anv responsibility for 
the fraud claim can attach to the stock exchance on the 
basis of the transaction entered into hetween a sister of 
the head of the firm in New Jersey on a movtning when a 
chauffeur came to deliver documents, when the exchanace 
was presented with it as a fait accompli with no indication 
whatsoever ehat there was any hanky-panky coing on between 
Murray McDonnell and Margaret Murphy, if there was. 


That brings us to James's claim for fraud. 
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Now. our position on James is that he received all of 

the financial and operating information ahout the company 
that any investor should have received and that James 

is certainly the sophisticated investor that knew what 

to €o with. it. I think the testimony is clear on that, 
that this is a shrewd businessman who was used to 

dealing with financial statements and knows what to make 


Of then. 
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Under cases such a3 Pollack vs. Fastran 
Dillon, when someone brints a fraud claim and attempts to 
shift the burden of their loss, they must achere to that 
kind of standard if they are that kind of person. 

James admits receiving Plaint ffs' Fxhibit 
16, which is a letter from Tom -- he admits receiving a 
letter from Tom McKay sia April 11, 1969, with a number 
of documents which were financial statements and 
descriptive information about the firm of McDonnell & 
Company attached. All that was drawn tocether in 
James's claim-to the liauidator, which is Plaintiffs’ 


Fxhibit 16. There was attached to 16 a certificate of 


an ee NO ER Se Me ere mY 


incorporation, statement of financial condition for the 


last five years, a P&L statement for all of those years 


ee em Te et ene Na 


through the last. eicht months in 1968, a statement of the 
sources of capital of the firm,and an October '68 descrip- 


. 


tive booklet. 

Now, I think we have established, desvite 
some elusive footwork by James, that sometime hefore he 
entered into this, purchase of stock in the spring of 


1969 he had gotten that financial statement, which is 


Exhibit J. In his interroaatories he swore that he got 


it on February 25th. In his claim to the liauidator 


Z think it*s fair by inference to say that he had aotten 


« 


1467 
it before he had made his purchase because he was basing 
his claim for fraud on that statement beina misleading. 

So that when he invests he knows the financial 
backaround vf the firm, he knows from that first note in 
Exhibit J that the firm had had a capital violation which 
had been corrected by February 6th. And as a sophisti- 
cated investor, as one who is in the custom of scrutinizina 
these McDonnell & Company financial statements, as we 
saw from a letter from him to Murray in September of the 
year before, or dentine Murrav's request to subordinate 
sister Genevieve's account, where James made an elahorate 


analysis of the financial statement ef the firm for the 


prior year; he knows what to make of these financial 


statements of McDonnell & Co. We also know that he 
was very concerned about the risk to his mother from an 
investment in the firm. 

So that I think James knows all of these 
matters when he puts his money in. He also knows from 
Murray's situation to our valued customers on Exhibit J 
that this firm has been suffering serious operational 
problems, and James is no neophyte when it comes to 
securities, when it comes to investments. He knew 


very well what was aoing on in the paperwork crunch at 


that time. I'm sure he knew from that messaqe at. least 
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what was going on at McDonnell & Company.. 

Now, there has been absolutely no proof that 
any of the information given to James, any of those 
statements: that came in with Tom McKay's letter which are 
attached to Exhibit 16, the financial statement which is 
Exhibit J, are false and misleading. 

James said they were, but we haven't seen anv 


proof to show that Haskins & Sells -- Lybrand's financial 


statement has any misleading information in it. We 


haven't seen any proof to show that all of those financial 


statements that Tom McKay send to James McDonnell are 
not perfectly true and accurate. 

James has not testified either thet if he had 
been toldof Magee problems at McDonnell by his brother 
Morgan when he had those two lunches with him in Detreit, 
that he wouldn't have gone ahead and put $20,099 in the 
fic. He was doing that, as he bamebrina at pace 251, 
as a favor to my -brother uae 

So I think the Titan case, the rules ahout 

materiality apply to James. Even were the Court to think 
that the question of fraud as to James had to ao to the 
jury. 

Now, aqain, we come to the”even if"nortion 


of our argument as to James. Fven if there was fraud 
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and even if it were material to James, the exchanace has 
no responsibility for it. There was’ no communication 
between the exchance and James as to this transaction 
where he purchased his 300 shares of stock. There is 
no reason for the exchange to think that McDonnell & 
Co. would treat unfairly James F. McDonnell, Jr., or 
that if it wanted to it could on James F. McDonnell, 
Jr.'s backoround. 

Now, there is nothing in this record to alert 
the exchange to any possible wrunaqdoing here in the 
transaction between McDonnell & Co. and James. So that 
I think that even if your Honor should have a raised 
eyebrow about the fraud or the materiality arauments, when 
you come down to asking jurors is there any case aaainst 


the exchange on the fraud claim I think there is not one, 


as they say, scintilla of evidence that we need to submit 


7 


to the jury on that. 

Now,.that concludes the fraud analysis of 
the three claims. I submit that they have not proved any 
fraud: that even if the information they claim they didn't 
have, they really didn't have, wouldn't have chanaed their 
conduct on any of the evidence that we have seen. 
MeDonnell's transaction was based on her theory that any 


child had whatever I could qive them. Maraaret's was 
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based on I did it as a favor to my brother Murray 
Don't you trust my family? And James's transaction 
was based on doing a favor for his hrother “Morgan. 

This hrings us to the debenture question 
which we have heard a lot about. I think that is 
probably a cross between a fraud claim and a requlatory 
claim, whichis’ how I thought I would treat it here. 

THE COURT: The claim of contributory 


negligence on your part. 


MR. BROOKS: I will throw that in with the 


broad regulatory claim that we didn't doa proper 
job. 

THE COURT: James testified he wasn't keeping 
track of this dehenture rollover. Is that hat you are 
talking ahout,the rolling over? 

MR. BROOKS : Yes. 

THE COURT: He didn't catch ‘sk “o June that 
it hae expired six months base set 

Go ahead. 

MR. B ROOKS: I think it's a very basic 
point. The plaintiffs have not proved or plaintiffs 
have not submitted sufficient evidence so that a reasonable 


man could say that hy a preponderance of that evidence 


the rollover was not authorized by Murray and Mrs. 
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McDonnell. I think we all concede that Murray voted 
yes. A lot of papers are in the files that show that 
Murrav told Tom MeMay tc exchance it, as they did iwth 
all of these series 3 debentures. 

We have also seen, transcript at pace 1954, 
where Mrs. McDonnell testified, and also testirony by 
Janes, that the trustees did all their business orally 
by telephone. Then Mrs. McDonnell testified that she 
could not recall whether Murray advised her that he was 
going to roll over the debenture. That"s et pace. 1951. 
And in her claim to the liquidator she testified that 
she doesn't recall whether prior to Aucust 4th she had been 
advised of the rollover. That claim to the liquidator 
£6 Exhibit iA. 

THE COURT: Scmewhere alona the way she 
said she wasn't aware of it, didn't she? 

MR. BROOKS: She may have said that, your 


Honor, but if she ha rs contradicted it in at 


least two places. 


THR COURT: T think that is a jury cuestion 


whether fraud was committed in the rollover. 
MR. BROOKS: Let me move on then, your 
Honor. I think it clear nevertheless that the exchanace 


has no responsibility for an unauthorized exchange of 
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the debenture. There is no contention in this action 
that the underlying trust instrument, the Will af 
James F. McDonnell, dia not authorize that his assets 
that had been in tie “iym would remain inthe firm. So 
that we do not have the problem that the exchanade 
raised later with another trust. 

The exchange had no reason to believe that 
‘Murray McDonnell eoaul we be acting with authority or 
that the trustees did not vote unanimously to roll over 
the debenture. ‘It could in good faith rely on Murray 


McDonnell as an agent of the trustee, as the chief 


executive of the firm to do what was the noroper thina 


to do as he would know it ard his lawyers would no doubt 
counsel hin. 

Furthermore, and I think overwhelminoly 
dispositive is this case, is the exchange could 
reasonably rely on the audit report of pos. Lybrand, 
Ross Brothers & Montaomery, which in the second footnote 
in Bxhibit x, or in the more formal report, Fxhibit 7, 
said that there had been a valid rollover of the RB 
Gebéntures a new FE debentures, except for $89,900 
which was sonebody else's. 

Now, Mr. McElroy testified thathe would 


certainly accept the auditor's report on that and 


rar 

wouldn't waste his valuable time in this period of 
stress in the industry chasinad around to see whether 
Lybrand, Ross had done the richt job. 

There is no evidence whatsoever to show 
that the exchange had any discussion with Murray ahout 
the rollover or knew about it until the Lyorand renort 
satisfied them that it had been valid. 

THE COURT: What you are saying, as I 
remember there is a Now York authority that you cited to 
the effect that Lybrand could rely on what a trustee told 
it and incorporate that in its report and that the stock 


exchange could rely on Lybrand, and therefore vou are 


doubly insulated, which is the position you take. 


MR. BROOKS: Yes. We don't know what 
Lybrand relied on. Thev could have verified it from 
Anna McDonnell herself. We don't know. When they 
eertify it in the report, we are etewed kis rely. 
That's a principal wovking tool of the exchanae's 
regulatory program. 

I’ think before these trustees can come to the 
exchande with a summons and complaint in 1971 saying, 
hey, that debenture back thre in January of 1969 was 


rolled over improperly, we are entitled to a little 


notice before then so we could do something about it to 
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save that $318,000 for them if they really wanted it 
Saved. 

‘But Anna McDonnell testified and James 
testified that no one every notified the exchange. They 
were running around talking akout it among themselves in 
the fall of '69 and mee were ee auditors and 
telling Shearman & Sterling, CC's on these letters to 
erebyhody but the exchange. 

I suqgest if they wanted the monev hack the 
exchange was the first place to ask for assistance. 

. Now, the trustees, your Honor, T think) are 
estopped from claiming for this debenture now because 
when they knew of the rollover and they could have qotten 
their money ove; they didn't. Jim testified that he 
got a complete list of assets of the trust late in 1968, 
and of course the debenture was one of them. It was 
due to expire at the “ of that year 1968... 

Mrs. McDonnell got Exhibit U, which was a 

receipt for the debenture certificate on December 5, 1968, 


“25 days before it was due to expire. 


I suqqest that when Jim read those financial 


statements, Exhibit J, sometimes February 25th, April 
when he qot his account statement, he must have known 


through that footnote that the debenture which he had 
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taken an inventory of had heen rolled over. 

In any event, he testified thatin June he knew 
it had been rolled over. But all of these documents that 
were passed hack and forth, talking ahout this debenture, 
never asked for money, never asked for cash. They 
just wanted a little better piece of paper, alittle 
better than that series E debenture. 

I sugcest after that, kind of performance it 
ill behooves these trustees to come to the New York 
Stock Exchange, the earliest in the spri "7h, WEER 
a summons and complaint and say qive me cash. 


I think there are New York cases which 


preclude this, the matter of Junkersfeld, which we have 


cited,and others, that make that kind of claim unconscien- 
able. 
This brings us to the preferred stock which, 
while it's on the chart, doesn't really seem to havé a 
place in the lawsuit. The preferred stock came into 
the estate's inventory in 1959 when the partnership 
of McDonnell & Co. was incorporated and it needed to 
figure out what to evidence James F. McDonnell, Sr.'s 
interest wi They elected the series R 
debenture, which we heave talked ahout, and the 799 


shares. 
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THE COURT: Am I correct, Mr. Reehe only 
has this in here on the regulatory rubric and not 
under any law rubric? 

MR. BEEBE: Yes. 

MR. BROOKS: # As long as it is clear we 
don't have a purchaser sale of the security, we will aet 
into the regulatory ‘case. 

Let me just touch on a point Mr. Beebe just 


made where they could have sold it. Your Honor takes 


a look at the terms of the preferred stock or if vour 


Honor takes a look at the New York Stock Exchance rules 
which are incorporated in the terms of the nreferred 
fetack: You couldn't sell that stock to anybody like 
you could see iain It was restricted. Tt had to be 
redeemed by the company, because you can’t have nmroeferred 
stock in a New York Stock Exchange member firm just 
Sold to anybody: 1 think the question ‘ie eoiate it have 
been redeemed or not? 

Now, let me get into the requlatory case. 
We did make a standing argument in our motion for 
summary judqment addressed to all df the plaintiffs. 
Since that time Judae Lasker's decision has come down, 


which I have supplied to your Honor and Mr. Reehe, so we 


are all on the same terms. 


I think Judaqe Lasker's decision makes cle: 
although your Honor has to take a little analocous sten, 
hat James McDonnell's claim after he became a votina 
stockholder in McDonnell & Companv, which Fxhibit 18 
shows to he on May 1, 1969, lacks the standing to make 
a Section 6 claim for failure to proverly requlate after 
May l. 

I say that to your Honor because in the 
Sloan case Judqe Lasker held that general partners of a 
brokerage firm, which is apartnership, do not have the 
standing to make a Section 6 claim. They are the 


people to be requlated and not the beneficiaries of the 


regulation. When they siqn up with the exchange 


they undertake a duty to make sure that the firm 
smoothly and according to the rules. 

Of course, when you have a cornoration 
which is a member firm, you don't have Ser What 
do you have instead of partners? Voting stockholders. 
Same thing as partners. 

I snagest to vou on the reasoning of the 


Sloan case, James McDonnell lacks standing after he 


became a voting stockholders to maintain Section 6 


Now, Judee Lasker said to the contrary, to 
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subordinated lenders and limited partners, and in the 
facts before him I think that may be well taken. But 
with Anna McDonnell and Marqaret Murphy I do not think we 
have the Ordinary subordinated lender and certainly not 
a limited partner. 

I continue the motion as to standing 
as to the two of them on the hasis that thev are insiders, 
that they always have been insiders, that this was a 
family capitalized firm, and that the Standing issue 
has not been precluded as to them. Z.continue to. wurde 
it on that basis. 

If I may just run throuch euickly what I 
view to be the applicable standards of law to judce the 
stock a rlinindta requlatory performance, and I think it 
will set a background for the facts.. 

The exchange, I think it.is clear; has.a 
duty of enforcement. But that is not a ddiey of a 
guarantor and it's not a duty of a fiduciary. Baird vs. 
Franklin and the Hochfelder case have said that. 

Mrs. Murphy was wrong when she comnared the 


stock exchance to the Federal Dervosit Insurence 


Corporation. The law suqgests that there is no 


analogy in that respect. We are not an insurance 


company. 
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The exchanae has no @autv to enforce until 
it knows of a violation. It must reasonably look for 
violations, but for those violations which it does not 
know or reasonably should have known, such as the 
debenture rollover, it's not charged with a breach of 
duty because ‘the violations occurred. 


The exchange, and this is most important, as 


I think we have all realized in this case, th 


is accorded substantia! discretion, flexibility and 
initiative in interpreting and applying its rules to 
obtain compliance. That's heen said most recently in 
this circuit in the Gordon case, where Judce Kaufman 
noted that both the Senate and the House reports that led 
to the °34 het se eeased the broad responsibility left 
with the exchange to administer its own affairs. The 
Intercontinental Industries case in the Fifth Circuit, 
said that these are the rules of the Pee eae and it 
should be allowed broad discretion in the determination 
of their meaning and application. 

audee Lucas said in the Huches case that 
sometimes the exchanae has to choose hetween various 
alternatives. It has responsibility to many groups: 


customers, subordinated lenders, other brokers, the 


economy in general. And in qoing about attemptina to 


SOUTHERN DIS. ICT COURT REPORTERS, 115 COURTHOUSE 


rdr 
balance the duties that it owes to all these 
people, it must be accorded fundamental flexibilities 
and discretion. 

You will recall in the Hughes case, the stock 
exchange did not suspend the firm of Demnsev Teqceler 
even though it had a capital deficiency of $20 million, 
it had a back office problem for ten months before Mr. 
Hughes put his money in. Rather, the exchanre permitted 
the firm to follow a rational plan for its improvement 
in an attempt to overcome both its operational problems 
and its capital problems. 

And in this district within the last vear 
Judge Connor in the Williston and Beane case said that 
it's beyond speculation that he exchance must be aiven 
broad discretion in making the crucial determination as 
the continued membership of a broker-dealer which would 
involve a aqrave hazard of financial Par ene to the exchance 
or to firms’ creditors. 


I think that case is very instructive, your 


Honor. If you will recall there, the exchance cid 


suspend in 1964, in the panic which was the salad oil 


scandal, the firm of Ira Haupt & Company and the firm of 
Williston & Reane. 


In Williston & Beane's suit acainst the 
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exchange they used terms like qroup boycott, violation 
of the antitrust laws. What they were saying is you 
dian't have qood cause to suspend this, firm. We are 
no Ira Haupt. We are over here doing our own little 
business. The exchange won that case and the 
suspension was upheld. 

{ think it Senate to note that while vou 
may have a subordina lenéer with hindsieht saying you 


should have closed this firr 4 little earlier, you 


will have somebody like Murray McDonnell saying you should 


have closed it down a lot later or never at all: 

THE COURT: What was that last thing? 

You should have closed it down 
a lot later or never at all. That's what Mr. 
° 

told us in the Williston & Reane case. Judge Connor 
said that the exchange has a certain amount of discretion 
and flexibility. 

whether the exchange acted reasonably and in 
good faith is not to he judded from the hindsight 
today but from the vantaqe point of those men who 
on the hot deat in 1969 and 1970, who were eallec upon 
to make these reoulatory decisions. The question we 
have to ask is whether they proceeded rationally and in 


good faith to fulfill their duty. 
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I think no reasonable man on the evicence in 
this case could say that they did not in resvect 
McDonnell & Company. 

Let's just take a look 
Honor. It was the period of the paperwork crunch, as 
Mr. McElroy has told us. All fitms were trvineg to con- 
vert to more speedy data-keeping systems. 

The paperwork problem affected the capital 

of the firms. It affected this computation of liquidity, 
which is called net capital under Rule 325, hecause the 
paperwork crunch was turningup concepts that ex 

examiners had never seen before. 

Stock record differences, dividend short 
receivable nari things of that nature. And these 
new facts called. for judgments. Because the rule diéen't 
speak to them. It's as if the farmer told his hired 
hand that you put the cows in one Sua ad the horse in 
another and all of a sudden a unicorn came walking around. 


The hired hand didn't know what to do with the unicorn. 


He called the farmer back and said what do we do? 


The farmer said, I don't know, let's think about it. 


Let's try to draw some analogies and sec where wo are 
going to put the unicorn. 


That's what was happening in '69 and ‘70 and 
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lot of unicorns coming alona. 


quite sure what to do with then. Judaments 


be made and the exchande had to make them becanse 
it had the responsibility. 
get such issues as, is a certain 
bulk of letter stock eligible for capital consideration 
or not? 


Mr Me 


where 16, could. be 
on, She particular ‘ And sometimes there 
lettered stock. 
is ahout income 
because 


and 1968 were show me Firms wanted 


as good as gold. 
won't cet it. 
they had to arrive at a 
ther they would qet it or not. 
Mr. Arning testified that the cuestion of how 
to treat McDonnell’s rights positions came uno for a 
decision and he decided that since McDonnell was a 


unique firm, it was the riqhts snecialist and there was 


no risk in these vositions hecause there was an 
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offsetting entry, that they could be allowed capital 
credit. 

Thera was the problem of stock record 
aifferences that nobody knew what to do with, whether it 
was just a matter of sorting things out or whether those 
securities really werent there at all. There were 
judements made. There were 25 per cents and 30 per 
— and 50 per cents of value applied. 

Now, these were judaments that had to he 
made. But I submit, your Honor, there is no evidence 
to’ show that they were not rationally m . and that 
were not mace in good faith. 

When the '67 audit of McDonnell came ir 
as Mr. Reebe pointed out itwas late. The capital was 
all richt, but it showed some record-keenina prohlems. 
As a result the maiateaciane restricted the fine in March. 
The firm made a eee response, as the letters show. 
Restrictions were removed a month later. They were told 


to be conservative and they were put on a special 


operations schedule of revortina so that we would cet a 


report each month so we. could monitor ther. 


Mr. Schuette testified that the nroblems 
were reecding in 1968 until the end of the year, trans- 


cript 818. 


The Lybrand dit was ci had 
qotten two extensions. 
on about January 
delay,but where does it lead? You have a capital 
problem, you have to correct it, and that's 
analysis should start, 
The exchange 
McDonnell & Co. 
tolation over 
cent. 
$500,000 of additional capital 
measure it ought to t another $2 million 
acqain. 
At a January 


down the law to the firm, 


500,900 by the end of the week, and this was th 


. 


and the end of the week was the 31st. You aqet th: 
two million i y February 20th. And oan the 30th, 


fame in with $950,900 of aood 


the haircut, so we have 
30 per cent rx 4 nar} alue That came in from 
Anna McDonnell a 2Pos in ¢ already existine 


dinated account, and Murra wife Marjorie. You 
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see that from Fxhibit Cc. 

And by the 20th the firm had broucht in 
million. They brought it in by Mrs. Murphy’s 
through some sales of votine stock, various others 

ubordinated account from an over $1 million 
trust which the trustees were Manufacturers Hanover 
Rank and Marjorie F. McDonnell. 

T* looked all richt on the 20th, bat the 
exchange, as it's obligated to do, took a look at the 
trust oka. eee it said Manufacturers Hanover, 

a sophisticated trustee or not, we are not sure this 
instrument authorizes this kind of investment by the 
trust instrument. Take it out. You have’ to do that, 

Now, thatwas essentially made up very quickly 
by Murray McDonnell going out and horrowina $690,990 
from City: Bank on March 10th. We see that! in Pxnibit 
EEl. Murray was to borrow a lot more later and put it 


anto the firn. 


By letter of January Bt } irm adopted 


a slew of self-imposed restrictions. tT think 2 was 


pretty clear, I helieve it was from Mr. Schuette’s testi- 
mony, that self-imposed restrictions are voluntecred by 
a member firm, who is fairly smart and fairly proud and 


knows what the exchange is going to do anyway, to say 


. te? 
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we will do it ourself. You don't have to impose any 
restrictions. In any event, I think the question is 


under what proaram vas the firm working? And they were 


working under these restrictions, self imposed ‘or not. 


Isuppose the question hecomes, should. the =-- 
the regulatory question becomes should the stock exchangr 
have shut McDonnell down in January of 1969? Now, the 


plaintiffs have argued that they should in their answers 


ke to mect 


to supplemental interrogatories, so I would li 
that. 

Here was a firm that had a net worth of 
$16 million, Fxhibit AA. It had a willineness to adonrt 
restrictions to clear up its paperwork problems, 
Exhibit BBl. It had a responsiveness to the capital 
problem from a seemingly inexhaustible supply of 
capital. Its problem was not too little business, but 
too much. It “simply needed to slow down a little. 

Plaintiff has produced no proof to show that 
McDonnell was not a highly profitable firm. Indeed a 
money tree, . eee tree that had brought the McDonnell 

to where, i 

Now, there are profit and loss statements 
attached to James McNonnell'sclaim to the Lliauidator, 
Fuhibit 16, which nobody has cuarreled with. They show 
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in 1965 the firm made a profit of $589,999. Tn CE, 
$705,000. In. %67.. $1,085,000. The first eLlene 
months of *68, $950,900. I’m sure those figures are 
profits after the salaries to James, to Morqan, fo 

F. McDonnell, TIT, 3 ares on the subordinated 
Gebentures on the subordinated account on the vreferred 
stock to the McDonnells at rates to which they were 
entitled as insiders under the exchance rules. 

Rather than being some ina the exchanqe 
should have been would have heen e heiaht of 
irresponsible regulation to shut is firm down in 
The capital rule doesn't authorize shuttine a firm 
because there is a violation of the canital tule. in 
fact, the en rule says that the exchange can make an 


exception to the rule. 


I don't contend fiat was made here, but I 


. 
. 


think it shows that this is not a go or no-co situation. 
The exchange article 14 of the constitution provides 
that there can be disciplinary proceedinas hroivaht to 
determine whether there has been a violation, 
what. 

Article 13, section 2, provides for summary 


suspension of the firn. That's what hannened to “illiston | 


| 
& Beane, but you have to show insolvency or an inability | 
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te continue in in with safety. And how can you 
show that when you have a $16 million net worth, a 
seemingly unlimiteée supnlv of additional capital, anda 
nattern of steadily increasing profits? 

If this firm were suspended in January of 


1969, your Honor, whet's the alternative to those 


50,000 customer accounts thatare locked in a firm which 


is a going business one day and is out of business the 
next day? Where are the employees going to ao who were 
working to clear up the paperwork problems that 

the status of those 50,000 customer accounts? Are they 
going to stay at McDonnell & Co. when they can so over to 
Bacho and Merrill Lynch who paid six-week bonuses it the 
end of that vear, in a labor-short market? No, sir. 

It would have been the heiaht of irrespensibility in 
respect of the exchange's duty to the customers to take 
any action like that. 

And let's try to posit what would have 
happened if the exchange would have shut this firm down 
in January '69 with the McDonnells. Je wouldn't have 

this lawsuit. There would have been another one. 
complaint would have been sianed by Tom Ford, Murray 


his wife would have been plaintiffs, Morean would 


have heen a plaintiff’, and McNonald Ford Johnson would 
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have been a plaintiff, and that McDonnell would have heen 
a plaintiff for her already existed subordinated account, 
Sean's estate and the three trustees that are suind, 
the two trustees that were suing would he suing 
for the loss. of ir investment and for the loss of 
future opportunity which would have been astronomical. 

We would have had another Williston & %eane case. Tt 
would have been a loser. 

The thrust of their claim was you chonned 
down a perfectly good money tree. The testimony would 
be from Murray and his wife that we coul€ have pet 


millions in this firm if vou only qave us 


Murray would say, I could ao 


street to City Bank and on my Sianature alone cet you a 


million and a half or two million dollars. Mrs. 
McDonnell would have said, if J knew this firm needed 
money and I had a day I could go to my safe dCesosit box, 
come in with a million and a half of additicnal securities, 
and I would do it for a son and for the firm of McDonnell 
"& Company. 

Margaret Mary would have testi‘*ied that I 
would have qiven ny benkhae my account in a subordinated 


form if he had asked. T would have done him a fevor. 


James, the prudent trustee that he is, would 


rdr 
testify that the exchange acted in a most irresponsihle 
wav and if he had been aiven the chance he would have put 
a million of his own money in this firm. He would have 
talked to Mr. Chapin, Sanford Kaplan, Mr. Meehan, and 
they would have all helped. I'll bet we would even 
hear testimony that Nenry Ford would have come in and 
gave some help if he had only heen civen the chance. 
Now, throughout the case Mr.Reehe has 
asked exchance emplovees, well, you knew such and such 
about McDonnell & Company as a result of your insnection 
or as a result of this report or that report. Did 


you tell the public? The answer was no, we didn't tell 


Your Honor, they are not required to tell the 
public. No responsible regulator discloses the facts 


that it gathers in confidence from those that it 


* 


regulates. If it did that they would get very little 


facts and it wouldn't be a aood reaulator. 
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The SEC, the mS; the FDIC don't make any dis- 
closures that coma to them in the course of their cauieng 
| 

duties piolic informaticn. Before the Freedom of Information | 
Act, it was a tough job to get any information ovt of the 
SEC in 1969. 
COURT: Do you want to take a break for a few 
minutes or do you want to go on? 
: MR. BROOKS: Maybe a five-minute 
of water. 
(Recess) 
MR, BROOKS: Before the break I was talking a! 
the argument that the ee nee had a Cuty to disclose 
the financial operational facts it learns 
investigations en the public. We Sse that fight in 
court before and we won it in the investor Protective | 


league v. New York Stock Exchange, a decision by Judge Lasker), 
and Rich v. New York Stock Exchange. r tute. both of those 
decisions are in 2ccord with our proposition that it is 
irresponsible for * regulator to disclose pertinent opera- 
tional facts that it learns from its reguitces, so to speak, 


as a matter of public information. 


| 
| 
| 
| 
| 
| 


Now, we have had a lot of testimony abcut 
knowledgeability letters. What does the evidence show as 


to that? It tells us there is this rule of the exchange 
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which requires them. It tells us that it was a practice 
of the exchange to require them oa an ad hoc basis when it 
thought thatthe going of a particular firm was getting 
particularly tough. And.I think from their face it is 
pretty clear that their purpose is to preclude lawsuits 
like this. We wished we had them in this case, but we don't. 


Exhibit 563% was a letter sent to the firm of 


McDonnell & Company which asked that information be supplied! 
| 


on and after May 21st. That was the day in the change 's 
judgment when they were or should have been required for 
MeDonnell & Company, 2: is no evidence to 


contradict that judgment. or to show that it was not made 
=) 


pth 


There is also no evidence to show that these plaintiffs 
would have acted any differently if they had gotten that 


form and been asked to £111 it out or sign it. It is certain 


e 
~ 


in gocd faith or that it was not a reasonable judgment. | 


that one of them would not have read it. Perhaps another 


one would not have read it or cered. And no plaintiff has 
it would have changed his or her conduct 
The plaintiffs don't argues that McDonnell 

& Company should have shut down in January, as they argued 

in their answers to our interregatories. I suppose they 


were left with arguing that between January and March of 


1970 the exchange snould have made some different judgments 


| 
| 
@ 
| 
| 
| 
| 
! 
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about McDonnell. And I submit there is no evidence to show 
what those judgments should have been. There is no evidence 
to showthat those judgments would have been more reasonable 
or how they would have helpsd the plaintiffs. In short, 
I think it is pure speculaticn. 
Mr. McElroy's reports in April show that there 

‘ was some short fall in the capital ratio of McDonnell, but 

that is because the exchange hadkicked back the Manufacturers 


Hanover margin in McDonnell, and there were these other 


in cash, and avoids the haircut to essentially break that 


up. Mr. Schuette did say in early April, "I think you should 


i 

. | 

transactions, one with City Bank, which, of course, ccmes | 
| 

| 

| 


put some restrictions on the firm." Fred Stock said, 
"Yet's hold tt a little on the restrictions; let's see 

if we can get them to come up with a-workable plan and 

try to resolve these problems." It is a judgment. Wiio can 
Say it is wrong? And then restrictions wisi put on on 

May 21st. Things didn't eet any better. 

Day this firm had shown an inexhaustible: supply ef: Rdditional 
Capital. Mly on tlemorial Day did the exchange realize that 
maybe th well was not inexhavétible. Thereafter, Paul 
McDonald came in, a retrenchment plan started. Harry Lindh 


came in to take the place of Thomas McKay, who kad died, 


Mh 4 

Exhibit 83. During the summer things were sort of touch 

and go. They were trying to convert from a major retail 
service firm to a smaller firm — its roots and busines 
and positicn in New york. We have seen a press release 

in August, which is Exhibit T. I am not sure why the 
plaintiffs hava talked about this press release, because 
nobody Said they read it, except James. James said he knew 
it was not true. He said that at transcript page 404, but 
then he went on to back up a little. He said he really 
didn't know what the status of those negotiations were with 
the Lufkin group that were considering making an investment 
in the firm. The exchange had been told as late as August 2 
in ExaAibit 62, a w~emcrandum, I believe, of a phone conversa- 
tion between Mr. Lindh and Mr. Newman, that there were a few 
details of getting in this three to ten million dollars 
still to be worked out. It looked like it would still be 


coming in. There is no evidence to show that the press 


| 
: 
| 
| 
| 
: 


release was not a true report of the state of the negotiation 
on the day it was issued, and there is no evidence to show | 
McDonnell & Company on its own did not put cut a qualifying | 
press release somt time later. The exchange has no rule } 
applicable to press releases; it dces not have to approve 


them; it dces not have to get them. I think the press 


release is a phony an? prejudicial issue. That isthe way 
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the plaintiff let it rest. The firm continued to look for 


nev capital in August. James has testified about his 


valiant efforts to raise capital and get assistance. from his 


influential friends -- pages:.414 and4@7.He was unsuccessful. | 


They had a capital reorganization which was designed to 
eliminate the haircut on 8.8 millicn dollars, get in that 
additional 30 per cent, and improve the equity debt ratio 

of the firm. And it was in Exhibit 4, that September 30th 
letter which was signed by all of the family, which asked 

the exchange to lift the restrictions. The only facts that 
the plaintiffs have put in on regulaticn in late 

*70 is thet language, that Newman knew the firm 

liquidated, but he did net know why or didn’t knew when. 
yt think we do Sein dick on March 13th the firm was liquidated 
Throughout this regulatory saga that we have examined for 
two weeks, I suggest to yow Honor that there has not been 
one piece of evidence to shed tie iiceteasee was not procceding 
reasonably and in. gcod faith. I think it is confirmed by 
| Exhibit 86, which Mr. Beeba put in en Friday, which is the 
y exchange pac tat membership bulletin, in which President 
Haack reported to the membership what tho exchange had 
been doing during these last two very tnucual years. I am 
surprised it was put in because Mr. Haack wrote this as 


a testament and tribute to the exchange'’s practice. I 


| 


i 


| 
i | 
e 
| 


i 


| 
| 
' 
| 
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think I am entitled to read or this is reasonableness 
and good. faith from that. It is Exhibit 85, your Henor, 
the report to the members of the exchange on self-regulation 
I am going to read selectively, but it says, amcong other 
things, that the three-year pericd has been a pericd of 
perpetual crisis. The exchange has had to intervene at 
one tims or another in the affairs of 196 member firms, 
we behalf of all the firms doing business with the public. 
These firms carried more than 2.2 million customer accounts 
and represented a combined aggregate indebtedness of more 
then $3.48 billion. 

Significantly, of these 196 firms, only about 
6 per cent, that is, 12 firms, have had to be suspended 
or liquidated ie the exchange as of this date. Your Henor, 


that is 94 per cent that have not. That is a good grade. 


4 
! 
' 
| 
i. 
| 
| 
i 
i 


Today -- that is, ctober, 1970 -- no firm is under re- 
striction due to paper work proSlems. 
"As the. papsr work crunch eased, one of the 

Sevorest financial squeezes in the industry's history 
began. The squeeze was caused by a decline in trading 
volum2 and sharply dropping prices which created severe 

rerating losses and eroded the capital of member firms." 
That is why McDoansll was having such a difficult time 
making a go of it. The market had turned terribly against 
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the brokerage industry after they had all geared up; they | 
‘still had to pey for these systems that they had installed | 
and they didn't have any income. ir. Beebe called Mr. 
eatetn attention to language at the top of page 2: | 
| "~” question cften is asked why did the exchange 

‘allew a few major firms to continue in business despite 

critical paper work and capital problems." Now, 

that does net really forward the inquiry, because 

Arnie pointed out, the problems are not the same as otaktale, 

It dees not talk about when these problems existed, wnen | 

the exchange might have acted in a different way. It could 

be those problems did not exist in McDonnell & Company 
* January of 1970 when Mr. Beebe talked about the change 

of attitude cn the part of the stock exchange. 

Your Honor, when you read further, it 

“This was the case, for example, in three major 

Dempsey-Tegler & Co., Inc.% McDonnell & Co., and Plair & 

‘Co., with a combined total of 165,000 custoxer account 

in each case the exchange alloed continucd oneration under 
increased regulation, pending a scaling dan of businass 

and reducticn of paper urek backlogs to manageable operations 


“These were the key reasons for this approach. 


"A. The severity of paper work problems in these firms 


| 
and the great number of customer accounts involved would not | 
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have allowed orderly liquidaticn had the firm b2en suspended] 


Errors in stock records alone would have required many 


"Be. Susponsidn:could have emptied these firms 
of clerical staff at a time of intense competition among 
brokerage firms for skilled oparations employees. Demands 
of liquidation are great: For example, Pickard & Coe; 
a small firm with 3,500 accounts suspended by the exchange 
in 1968, required 30 exchange examiners working more than 
18 months ith the help of firm employees and auditors to 


resolve errors in records. 


t 
months, perhaps years, to resolve. 
} 
| 
| 
| 


"Ce. Announcemant of suspensicn of these major 
firms could have prompted a run by customers of irm | 
which did not have a problem. With investor confidence | 
Shaken, the effect aven on healthy firms might have been 


major. The chain effect of these events could have been | 
t 
} 


Exhibit.86 goes on to say, “At cane point or 
another during 1968 or 1969, a total of 105 firms had 


pager work problems that required restrictions on their 


"AS the paper work crunch abated, one of the most 


! 
usiness. | 
| 
} 
| 
severe financial squcoze in the history of the industry | | 

i 


began. In late 1969 and 1970, incema from almost every phase 


— 
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of the securities business Wwa- stashed amid steadily 
falling steck prices. 

“Operating Losses form2d only a part of the 
picture. A sustained decline is stock prices, which 
dropped average values of New York Stock — e issues 
alone some 38 per cent from late 1968 to late May, 1970, 
eroced the net capital in firms and brought heavy lesses 
in trading inventories. The combination of these financial 
blows, coming as firms were shaking off the perer 
problem, was devastating. 

“The policy of restrictions on thr 
firms in operational treuble, begun in April 
unprecedented. There was 2 ‘rifle’ approach, with sanctions | 
aimed at the individual problems of each firm. For example, 
in eddition to the most common restrictions banning the 


hiring of salesmen anc the opening of new branches, 2 


St. Louis firm was made to suspend both underwriting anc 


trading for its om account. While applying these 
restrictions, the exchange worked closely with the Securitie 
and Exchange Commissicn, keeping the federal regulatory 
authorities frequently advised by letter, written reports, 
personai, visits and tolephene calls on the status of member 
firms. 


Going to the matter of practical self-regulation, 


mmhlo 
"Practical self-regulation involves more than the de- 
velopment of techniques and enforcemant of rules. Tra 
crisis, Such as the industry has experienced, thr ef Sect 
of actions mist ba weighed against the possibilic, of 
large-scale customer losses in problem firms as well as 
impact cn other brokerage firms and their customers in 
the Uni and abroad." 

85 goes on to say, "For example, in 
tha major member organizaticns the exchange 
found itself facing situations where normal application 
of rules could have maant possible loss for many thousands 
of customers and potential chacs"-- 

I want to stop there and make a correction to Mr. 
Beebe's reading of the transcript on Friday, at page 1422, 
at line 10, where Mr. Beebo said "would" instead of “could,” 
and it should read mice 
“where normal applicaticn of rules could have meant possible 
loss for many thousand of customers and potential chaos 
in the industry." 
Then it gces on to identify three firms, 


Demesey-Tagier & Co., Inc., McDonnell & Co., and Blair & 


co, I suggest to you that this is nd& the capstone of 


pronase eminem emeemecmatieentt ‘icin = ttn ema seman ne eee at ee mma 8 * 


Mir. Beebe's argument. It dees not really tell us very much 


es 


about the details sut © sugge " Saying is that if 
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the exchange had given the usual 20 minutes that 

Jones used to give in the mid-'6Cs, as tir. Arnie testified, 
to correct the capital problem for a firm, that these firms 
would have been out of business, because 29 minutes would 
not have done it. That was not the practice in the late 
'60s; the practica was as it was applied to McDonnell & 
Company, aS Mr. Arnie testified. The exchange used its 
rifle approach. The exhibit gces on to say, "The exchange 
allowed continued operation under increased regulation, 
pending a2 scaling down of business and reduction in p2per 
work backlogs. The hope was a scaled-down firm would 
present a manageable liquidation situation." 

Perfectly true. If any firm asked to bo 
liquidated, it is much better to liquidate as a cmaller 
firm than a laredr firm. But there is nothing in this 
record to suggest the choices that were made with respect 
to McDennell «& Company to sell branches, to have a capital 
reorganization, when that choice is made by the management 
B of MeDonnell & Company and did not exhibit a very healthy 
will to live, and were it not for these problems, declining 
volume and plummeting .steck market prices, I suspect the 
firm would have mede it. 


Now, our oxpert, Mr. Ratner, testified that the 


SEC had been directed by Congress to supervise exchanges 
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and to revoke their registration if they do not comply 
with their statutory mandate. That was at transcript page 


1301. iir. McElroy said the same thing earlier, at transcript 


Section 19{a) of the Exchange Act provides that 
the SEC also has to coordinata pnovér over exchange member 
firme. Here we have ssen that the SEC itself maintained 
an extremely vigorous surveillance cver McDonnell & Company. 
In November, of 1°58, and Mr. Beche hzs put into 
there was an SEC opsrations check list for special | 
McDonnell & Company. That is Exhibit 342, 
that showed a capital violation. 


hn. audit xceport filed with the SEC as x-17-A-S. 


that as a matter ‘of course, 23 a matter of SEC rules, that 


gees to the SEC. 


. 
* 


Tt is Exhibit 2, transcript page 718. Mr. McElroy said | 
i 


Then on February 10, 19659, there was Mr. eehneee 
memorandum. Mr. Schustte is on the phone with the SEC 
talking about the findings after reviewing EcDonnell & 
Company. Te 16 Exhibit Cc (i). 

The examiners of the SEC were 


They talked to Hr. Schuette about it. 


Thereafter, in essence, the SEC got the same 
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reporting from the firm of McDonnell as the exchange got. 
We put in with Mx. Newman Exhibits 
on the firm of McDonnell & Company from April until 
November, 1659, a copy to Fred Stcck, usually a 
copy to Hank Newman, a carbon copy to the SEC. 
the fair conclusion that a reasonable man would have to 
make is that the SEC knew the facts, knew what the exchange 
was doing, and they did not intervene. 

Under such cases as Exchange B 
York Stock vuchenee, Crimmins v. American Stcck Exchange, 
and Securities and Exchange Commission 3 & Victory 
by Mr. Becbs‘'s firm, and a presumption that th: duet of 
the exchange in McDonnell conformed to the requirements 
of the Exchange Act. 


Nov wo'saw the trust fund come into the picture 


on Friday afternoon. I suppose the argument that the 


plaintiffs will seek to make is that in Mr. Beebe‘'s joust 


with Mr. Arning, at pages 1406 to 1414 of the transcript, 
about the trust fund was that its existence motivated the 
exchange to neglect its duty in respect to McDonnell. Well, 


that is not possible. First, the deed of trust fund, 


the sole discretion of the trustees, and 


no one has any vested right or any claim 


manl4 


failure to act by trustees. There was no commitment 


help anyone. They did help. ycour Honor, I think that 


only testimony to their respenasibility, and it is 
emething that you will find in no other sector cf private 
industry, where a group of competitors get together, get 


rey to help customers of another competitor. 
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I don't think it should be held acainst the 
exchange because it did that. Certainly Lt cann 
against the exchange on the basis of fearing of 
claims when claims were not possible. Thera ean only 
be voluntary beneficence. 


There is no evidence, furthermore, of any 


MceNonnell 
ne trust 


fund. All of these memoranda that came in, a11 of the 


testimony from five, six or seven exchande ennplovees, not 


one word about anybody doing anything because of the trust 
fund or because of the lack of the trust fu ir. ARNE 
flatly denied that any 
was influenced by the trust fund. 

And ‘if that isn't enough, your Honor, I 
Suggest that the rejection of that $l million from 
Manufacturers Hanover Trust Company cca Ae really nail 
it down. You don't throw a million Collars hack if 
you are trying to save yourself some money. 

Your Honor, I come to the last “even af 
araument. I think if there was any arcurent that is 
as clearcut as this one, I haven't seen it. And that 


argument is that when you make a claim for failure to 


fulfill a duty under Section 6, even Iet's assume 
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that wu establish that claim you have to co another 

ten. You have to show that the breach of duty injured 
vour plaintiffs. Recause we are not, as 
wanted to talk about, conducting a leqislative incauiry. 
You must show in this lawsuit thaa the breach of duty, 

if you can establish it, proximately injured the Olaintifts. 
te know that because this circuit is where it all 

started in Baird v. Franklin. 

The Court, in Baird v. Franklin, did find 

that the bapietctocenes breached a duty. NK former precedent 
of the exchance was embezzling money. The exchandce knew 


about it; didn't do anything. But there was no liability 


found against the exchange in Raird v. Franklin because 


was no proximate cause, and there 46 wo proximate 
in this case, your Honor. 
This principle has been articulated in 
almost all the cases that came after the Baird v. 
Franklin. In the Seventh Circuit, Ruiter v. Walston. 
In this district € ago or § race Gaaliardi's 
@ecision in Marbury 
ve to concede if the 
Plaintiff ts cc show reasonable man could say 
the oxchange 


then as to the claims of Anna McDonnell for her January 
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30th deposit and the claims of Maraqaret 
February 4th deposit, and the claims of 
April purchase would he proximately connected to the 
exchange failure to shut down McPonnel} on January 27th. 
ecause McDonnell wouldn't have heen there on January 
39th and they couldnt have put their money 

But no ‘reasonable man could so conclude that 
the exchange should have shut McfMonnell down on Januarv 
27tn. I think I have submitted amole eraument for 


that. 


If they can't show that: the exckhoeneae should 


have shut the firm down before they rut their money in, 
they have to show the exchance should have dene sonethina 
differently. They have to show what it should have 

done differently, and they have to show that doing 1 
differently would have helped them financially, made 
their stake in McDennell & Company any better off. 

Your. Hon r, there is no evidences in this 
record on any of those propositions, no evidence whatso- 
ever. The evidence is the other way. janes testified 
that in Auqust they talked to the lawyers of ira Haupt 
& Company. That was the best and last vrior experience 
of such an episode. Those lawyers told then in 


essence, my God, don't shut this firm down now. You 
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capital contributors will he wiped out. They convinced 
everybody who had any money in the firm. 
convince James. I can't explain why not. 
Anne MeNonnell Ford Johnson was convinced, | 
Anna McDonnell was convinced. Fverybody was convinced | 
they had their dollar at risk. | 
I suggest,your Honor, that shuttine this | 
down at any time prior to March 13th would have, | 
Ira Haupt lawyers said, would have worsened, | 
the éeuerion of the capital contributors because 
you would have shut down a firm with 50,000 accounts 
which the capital contrihutor'!s money. would have 
qet out of the firm because those customers Wace all 
creditors. You would have 26 lonq-ternm leases throuchout 


the country, one i! ‘ris, running ten, fifteen vears, 


on a beautiful office and the landlord would 


. 
. 


say that you are in default, 26 vears rent. Pav up, 
Mrs. Murphy, pay-up, Mrs. McDonnell. 


TI sucaest,your Honor, that you 


COURT: Mr. Rrooks, isn't the answer 
ack that a bankruptcy in Auqust of ‘69 
March ‘707 


T don’t now how 


| 

| 

| 

| 

| 
once = are ik -- | 
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then. They were told by the Haupt Jaywvers that you 
can't do it now because you will at least come out 

i zero, you will lose everything. Mhat I am savine is that 
would be true at any time after they pr hoir money in, 
or at least they haven't shown to the contrary and the 
inference is that it would have been true hecause their 


capital would have simmly been at the risk of a biqaer 


business, 


bidager joh to do to satisfy the claims of tne 


to getthem out. 
If they are taking a middle position that, 


well, let's not talk about shuttina down, let's talk 


Fabout a few more restrictions here, a fe less over there, 


let's talk about this technique or that techniaue. 
There has heen no evidence of any of those techniques, 
there has been no evidence as to how those techniaes 
woul@ have made the situation better for these plain- 
tiffs. And that's their burden. That's one 
_ciements in their case. Paird v. Franklin told 
back in the early ‘40s 
THE COURT: ‘ : e saving to! hen 
if I understand you on this p int, is t! cnvthing really 
4 beyond Auqust is irrelevant 


MR. BROOXS: i 
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THE COURT: Certainly bevond Aucust where 
the Ira Hauot lawyers had said to the manacement, don't 
shut iff down. 

MR. BROOKS: Yes. 

THE COURT? Because you will he el reentrant 
and therefore they only have one place to qo and that's 
up from that point.- 

MR. BROOKS: Yes. If vou took a look at 

the stock exchance 
membership bulletin, those facts, eowberoe shortaces 
in the industry, customer accounts that have panervork 
problems behind them, where you have to spend soma time 
and expense to sort them out, and saving once their money 
is in the firn, if you are talkin, about closing the firm 
down you are talkina about wining out the capital 
contributors. 


If you are talking about something in the 


middle, one technique here, one technique there -- 


COURT : rom keeping in mind vour nosition 
that the claim is that the exchange should have cone 
somethine. The undisputed state of the record at thi 
noint is that starting in Auaust, the time of the 
meetina with the Haunt lawvers, McDonnell & Comoany 


would have not wanted the exchanae to do anything 
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except keep them going. So there can he no claim of 


anything the exchange dicafter Ausust. Then you onlv 


get down to is there an issue that should ao to the 
jury on anything that happened before Auqust. 

MR. BROOKS Yes. On the cusstion of 
proximate cause I say the plaintiffs have raised no 
issue by any evidence. 

THE COURT: Mr. Reebe 
to that. in his good time, I'm sure. I will qivevyou some 
rebuttal time ewe when you hear what it is. 

MR. BEERR: May I make a su 


there is some way to contact the jurors, that 


advised that this afternoon's session may he collated 


or nerhans not even held because I have a cood deal af 


rebuttal? 


(Discussion off the record) 
THe COURT: Good eee ee) 
about it. 
MR. BROOKS: Your Honor, with nlaintifes 
Anna McDonnell and Maraaret Murphy, I think there is 
what there is called in law, and has been called Tor. a 
long time, a supervening proxinate cause. That is, that 


under their aqreements, Exhibit 21 and Plaintiffs’ Exhibit 


3, paragraph 1A, they always had the option of aivina 


yr 
notice 100 days and pulling out their money. 
either t} j t read the agqreement or chey read it 
and didn't want to do anythind. 
If they had that opportunity, thev could 
have walked away from this with their money. And that 
different st Reebe has elicited testimony 
about, withdrawing securities from amis subordinated 
account. 
agreements. 
existing agreement une ae 1 LA. Of ‘each of these 


aqreements th could have done that in a hundred days 


They never did it. that 


a Supervening proximate cause dor ordinary tort law 


principles, and that everything else aside on this mMiestion 
of proximate cause should absolve the exchanqe on its 
regulatory conduct, r tuere could ha shown anv impropriety 
in that conduct. | 

have 

debenture as a 

requlatory claim rather than a fraud claim, I think it's 
Clear there was kn dse ahout this exchange admittedly 
by James, as Cariv as June. I think we can show on 


February 2 


the same forehearance when 
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there was aright to pull out the money. In the face 
of that forehearance they have lost the element of 
proximate cause which they must show to make the 
reaulatory claim under Baird v. Franklin. 

a am about’ finished, your "onor. The hottom 


line comes down to the fact that the nlaintiffs have not 


put in sufficient evidence on which reasonahle men could 


find against the exchange under the applicable lav. 

I submit if this case wentt tne jury on 
this rc. ‘ord, won 1s the jury were to “ind for the 
plaintiffs, your Hénor, as'a matter of law, “ould have to 
enter a judgment notwithstanding the verdict 
‘exchange. 

That being the case I araue that Lt 
done now to save‘the parties, the jury and the 
expense and the wear and tear of another week of trial 
and to let my Mr. Sichor aet back to ecciau ne his 
member firms. 

The cas. against the exchance, your Honor, 
simply comes down to a claim for insurance fora bad 
investment and nof a cause of action at lav. 

Thank you for heariny me for so lonc. 


THE COURT: Mr. Reabe, do vor 


should hear from all the movants and let vou respond? 
} 


Ves). (Sir. 


COURT: I think that would proba 


if I. may call on-you at this 


LOF LIM: Very well, your Honor. 
May it please the Court, I have heard Mr. 


arqument and o much of what said 


which £ 


-o my client, the Ameri: 


The Court, 
took very little testimony as the 
unfolded. I asked ea couple of questions of 
plaintiffs, Maraaret Mary, Anna who 
deposition, and Janes, 
contact wlth y represen 
Exchonce hefore or after their investment that is 
-> in this case. All answered they had no such 


contact. 


James, cf course, who was here in court, I 
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examined in a little more detail for reasons that I am 
sure are apparent tc the Court. You will recall thatin 

spring of 1969 following the request of his hrother 
Morgan, James decided to become the manacer of the Netroit 
office of McDonnell & Company, ana in order to nrepare 
himself to exercise that responsibility he came on to 
New York and took special training. He also was required 
to become a voting stockholder and an allied merber of 
the Mew York Stock Exchange and the Americen 
change. 

In tne course of preparing himself for 

allied membership he studied the rules of the exchandes 
Mand their conclusions. This was definitely reani red 
because he had to represent to these oraanization: 
a sonaition of his membership that he ene familiar wit. 
their rules and constitutions, and more importantly etill, 


. 


he would abide by then. 


James testified that he had cone throudh that 


routine, he had attended this course, he had studied the 
rules and he intendea that these exchanaes -aly on the 
statement he made, in his application. 

Now, I have to concluéee, as James i 
fox my client ma conclude, that he was 


our rules as of that time. And our rules provided then, 
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as they do nov, that whenvou have dual member firns, 
firms that belong to both the Amex and the New Yors 
Stock Fuchance, basic financial oversidqht desecrihed 
such length in this record, would be exerc 
York Stock Exchande \ Amex. 

James had no Lilusions on that score. The 
community and all lawvers who advise 
The Securities 


has the 


very briefly. AL made 1300 
Be i 


a very succinct 


SEC: T'm cuoting 
"What they did is they said we will 
mosition of requlating the: 
require every exchance 
redqisier with 
rules with 
SC and m1 ye Setisfactory to tne 


nromoting just and ecvitable princinles 
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It goes on to refer to the aqreerent. 
As a condition of being allowed to function 
national securities exchandqe the 
and the New York Stock Exchance in 1934 

those rules and we would not have cone intc business 
under the '34 Act and@ we would not be in husiness today 
had the SEC feundthose rules objectionable. 

Now, why shouldn’t the Amex or 
Pacific or anyone of the cther exchanges be 
with their niugitors every few months checking up on 
member firms? Well, there are reasons 
and just sound business’ sense that underlie 
We learned from Exhibit 2 the full roster of exchanses 
that McDonnell & Company belona to in additicn to New 
York. 


It i: ~ludes, of course, the American Stock 


Exchanae, Boston Stock Fxchange, Pacific Coast, Netroiz , 
Midwest, Honolulu and the Philadelphia-Raltimore-Washing- 


ton Exchanges. That was the mailing list of exchanges 


that cot copies of the Lybrand, Ross Brothers now famous 


audit as of October 1968. 


There was one witness called frem the American 
STock Exchange, Mr. Vernon Lee, who was fr ly secre- 


tary and a vice president of the exchancer. 


Mr. Lee was on the stand Mr. 


rondence indicating that in fact the American Stock 


Excharce had gotten a copy of this report and they were 


advised by McDonnell & Company t were .aoing to 


and in one short sentence 


are informed by our auditers, Lybrand, 


a result oF our 


AUGLY as Ob j 1968, we 
requirements as computed in 


Exchange." 


"we have already reported this rcu to the 


Exchange and are mectl: wi hem next wee’: at 


Mr. Bee m went on to 


. 


Ancrican Stock Fxchange did upon learing tha 


net capital problem for McDonnell & Company as indicated 


in this letter. Mr. Lee said ak we icn't take 


Specific action on trat. Of course thay didn’t 


Thoir rules clearly 


in the hands of the Ne? Yor: 


Stocl: Exchance and “cDonnell & Company's own 


furnished to the Arecrican Stock Exchange was 
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effect that they had advised New Rignd were about to 
meet with them on this very preblem. 

There would have been no Surprises to anyone 

with the industry that the Americen Stock 

Exchange would not have acted to leap into their business 
and make their own investigation and put a new laver of 
requlation and activity on them. There have heen times, 
and there will be times aqain, I'm sure, wher tne Amex 
Goes not agree with the New York Stock Fxchange. To 
say that each and every person who leoks at th 
‘eomplex of facts — you would have found i: 
& Commany from January 1969 until the sorine 
“would either agree on what the facts were, 
remedies, I think is asking a great deal. 


And ‘the Securities and Fxchance Commission, 


which, after all, as Mr. Brooxs points out, does have a 


ny 


pervasive influence and control over what the 


exchanges do and-what the member firms 4o, has lone since 
_peen familiar with who is aning to do the reculatina of 
which firms. The Amex is expected to reculate firms 
thet solely helong to. Amex. It's not exnectec to 
regulate firms that also belong to the New York Stock 


Exchanae as to the matters that are at i a in this case. 


Mow, I would like to refer 


1529 


rar 


of this understanding on the vart of the SEC. 


nq in part to a memorandum of law that we 


A & 4 + 
B| served in sunpert of our motion to summary judanent 
’ | i 
‘ f and this @ocument aid go to the plaintiffs' counsel. 
MR. BRERE: Fxeuse me, is this evieence in | 
| this case? I have some public things I would like to 
read too, but I don't think that comes in as semething to | 
- } i 
' 
i be referred to unless it's in evidence already in the | 
case. | 
MR. LOFLIN: For this purpos2, I helieve. 
. c . ‘ 
on a question cf law, and I am arquing as a matter of | 
law this matter should be dismissed, I think this testimony | 
to Contress, and I am also qoing to refer to a renort of | 
\ ? , : : 
i a special study, Mr. Beebe, and I am also acing to refer | 
subsequently to a statute, any one of which: I think ‘the | 
' 


Court could take judicial notice of. 


MR. BEESE = I have no objection to the 


THE COURT: Ts ‘this printed ir. CrR? 


LOF IE : I believe the report would have 


. 
eas 
se 


Pa 


former chairman of th2 SFC hefore a 


onarecsional 


6, 


committee. 
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THE COURT: 
at as being 
No question about that. 


The statute will rale 2s a 


MR. BEEBE: The statute I have ro onjection 


to. . If it's Conaressional testimony 


I woula like to allude to which are nrinted in mvblic 


ba 


documents. $ state of the record is richt now 


they are not in evidence yet. 
} 
| 


THE COURT: : 2 it Seems to ce something 


that threws some Licht on 


the nature of its interpretation 


Py 


are arguing legislative 


THE COURT: YT Gon't know. 


happens here. I @on't see any qreat evil is 


be worked hy cetting into this a little hit. 


MR. LOFLIN: Irn a statement to the Heuse 
subcommittee on commerce and finance in Noverber 1°71, 


former SEC chairman William J. Casey stated the followine: 


1522 
broker-dealers are of course? under the 
@irect sunervision of the SFC. Many are also under 


the jurisdication of more than one self reaulatory 


situation could result in an unnecessary and hurcensome 
duplication of requlatory activities. Conseauently, over 
the years efforts have heen made to avoid this dyolication 
by allocating regulatory resnonsibilities amend the 
vorious aaencies involved. In eur opinion this 


allocation of responsibility has on the whole worked 


I won't read the balance of it but it 
as HR Benort No. 92-37R, 92nd Conaress, First 
Session, pages 


There is a study, called a snecial study of 


the securities market, printed as HR Document No. 


Se eee er ee 
adaresses itself to «his situation. T')] read in part 
from that study. It says: 

"Por the firm of multivie momberships, any 
unnoacessary duplication of reaulation or 
ecordinatioa in reaulatory efforts produces added cost 
and burdens that should he avoided to the extent 


possible." 
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co citation is 4 speci study at pades 


Finally, this approach to reculation, that is 
avoidance 
was reflected 
Protection Act of 1970. 
you will find the following -- 
MR. BPEERE: Excuse me, 
time frame that's involved here. 
in testimony. : ¢ is? here. 


examine him. 


i 
j 
' 
{ 
t 
' 
' 


* 


COURT: He is just divine cc 


others and I have to make a determination 
of law on what's before me. This 


arcument and I will accept it as such. 


BEEBE: Very well, sir. 


. 


COURT: What he is sayina chviously 
arises when t Honolulu Stock Exchance comes in here 
and counsel has named them as a defendant, theory. 

MR. BEEBE: I anpreciate that. I just 
dont see anything adaed by citina some person 
kind of bootstrapped n here to add weigh 
Mr. Casey from the commission 


study that isn’t in evidence. I'm not objectine to the 


arqument. SuaSive or it's not. 


I'm listenina merely as 


That's ¥ it's heing 

offered for. “We have rules and Statutes and I'm 
hopeful this will be helpful to the Court in interpre- 
tation. 

My final reference in this particular 
line is to section 9F of what is called thea specific 
leqislation, security investor protection Ace. tt 
Simply says this: 


"In the case of a broker or dealer wns is 


a romber of more than one Self requlatory Oraanization, 


! 
| 
i 
i 
iH 


the commission to the extent Practical shal avoid 


retulrina suplication of examinations, inspections 


otha 
bth ain taint teeta aprahen 


and reports," 


To me this represents a policy @ecision on 


Po pee tre 


the part of the Conqress recognizing the notential 

for duplications and 2 policy determination that those 

duplications are not desirable and they direct the 

SFC and the commission to avoid them wherever Yractical. 
It's in this mntex+ that the mex role 

I think has to he evaluated. The evidence does not show 

that the amo» WaS arnrised of the dav to dav davelonments 

of McDonnell s Compa ys 
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om it. The evidence does net disclose that 
any part in trying te devise a formu 
bilize McDonnell & Cozveny, te kelp it out o 
4» tO take any role in 
in making any demands on 


Company to get its capital up to any particular ievel upon 


dake 


* 


pain of being suspended or upon pain of any 


ali. There was activity that was described by com 


people that the exchange took, and there w 


of activity. It was handled as it was 


would be handled by the New York Stock + 
seems 

Feunder its cm rules as uncerstesd enc 
that wa were not required to regulate 
not. here be taxed for a very 


for failing to do what its qa rules 


do. 


“y have not participated to any great extent. I have no 
case to show what. did «hen, in fact, we were not doing 
anything. The plaintiffs have known for months and months 
wnat the inthe, if ~ may, of the Amox wes. I think 


d- 


we have here purely a question of law for the Court as to 


nh2 


whether we did anything we should not have dons or 


to do something we should have done. 


Py 


I would say in the first place among the 


that an excharge is expected to do is to follcw its om 


we 


ee ee a iE Nem 
° ee 


rules. Those rules are, as Jamas McDonnell testified, 


'y 


rezdiiy available. He had copies in his own office in 


Detroit. He from time to time would refer to them. He 


a 


had executed them before he took on as a branch manager; 
he cama to New York and day by day leamed more about 
MceDenmnell & Company. It is quite clear fren his testimony 


more and more concerned. He consulted wit his 


j 

| 

iE 
mother, think, for whom he had clearly the greatest lf 

\ 


and mest intense concern. He tried to caution her, to help| Si 
her in any wav os could. He 

in the case, stanton. He did what you would expect 
them to do, he was a sopristicated, successful businessman 


wyo. when exposed to the facts could see their significance, 


a maneeene <satle: 5 Seeamcem amiatn tas 


and hesaw the significance for himself and for his mother 


sister. He wanted to help them any way he 


ne ee ne mane a ete 


escur to him, or, if it did, he did not 
uD the telephone and say. 
want yon to put this cempany out cf bi 
them or do anything. He never calied us, he 
any complaint, never asked us to do anything. 
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mmh3 
never acsumed that he had any ovportunities in 
directions as a responsible man. 
Z think in light of the gravity of ths 

df he thought that the Amaracan Stock Exchange ha 
to play and we were: not: sit, ZT would have exnected 
a complaint. We got none. James McDonnell knew what was 
going Cn. dames McDonnell had one insufferable difficulty: 
he was a McDcnnell. Was he alone going to ba the man to 
drop the guillotine cn this fam 

| By the fall of 1969 he was 
within the firm that go out of - 
firm disagreed with him. 
said, "I have a disagrcemr 
really feel thes ought to be put cut of business. 
you come down and do it." He cidn*t 
us to do anything of the sort. 
reouired to take that role. I can't pretend I 


i knew that, unless te told her. But I know that James 


that. Be is sitting there aware of the facts and cnyaged 


in some sort of intensa dehate with the other managers 

fas to what the firm should do and disagreed with then. 

fin hindsight he comes to this court and gays, “I have been 
richt for months and it would have been better semshew 


for other if they had entered into a kind of liquidation 


mmh4 

and shut down when I said they should have in tha fall 

er summar of '69, but you, American Steck Exchange, were 
not there when I needed you and I just would like you’ to 
send us a check for whatever we lost.” Regardless of the 
statutory framework, that is just unfair. If wa are talking 
about equities here and fraud and about responsible people 
being misled, if, in fact, thay were misled, I suggest 
that they are reaching into an area of the law that the 

law will not parmit them to reach into and beyond thet 
elemental equity will not permit pecple who mada these kinds 


in a femily fizcm te go out to a third party 


1 
| 
| 
| 
, 
: 
' 
| 
: 


remcte from the scene with hindsight, with a bare 

of legal the ory and cau, now have lost our money; 

are not going to sue our brother Murray for he money; we 

would like you to pay it. You are not of the McDonnell 

family, you are a stock exchange. Maybe you gct the money 

we lest. You pay us now." That is unfair. This court 

should not ccuntenance that. I say there is no question 
the jury; there are no disputed facts to go before 


jury. The rules have not changed in mid-stream. 


thom, the industry: 


us rstands them. Ons o:! a 2 understands 


them. He knew what he was getting into, he knacw the New 
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York Stock Exchange was making inves 
issuing edicts, regulating McDennel & Company for 
tectica of the investors. And to cems in here ysaars 
the fact and 
should have bee: 
that, your Henor, and I ask the case he dismisses 
the American Steck Exchange. 
MR. STEIN: Your Honor, I will try to limit my 
remarks in view of Mr. Brooks' very thorough presentation. 
If your Honer please, as coursel for 
of McDonnell & Company, I join with and hereby move un 
“Rule 50 for a directed verdict ~at: thea conclusion of the 
evidence offered by plaintiffs. The princinal thrust of 
our motion is that the plaintiffs in this case heave failed 
| 


to satisfy their -burden of proof by showing by a prencnderance 


| 


of the evidence that McDonnell «& Company violated Section | 


. 
. 


10(5) (5S) of the 1934 zct and the rules promulgated there- 
under, 
Mr. Brocks spoke at great length about tt: dis- 


bclosure aspects of the case and also about the regulatory 


spects of the case. I will confine my connents to 


supplementing these of Mr. Brooks only with respect to the 
disclosure case, because the claims that ave mada under 


Section 6, although they are purported to be alleged in 


mmhS 
their complaint against McDonnell & 

receiver of veDoanell & Company 

receiver of McDonnell & Company ha o duty waatsocever 
to these plaintiffs, and © will not speak as to that. 

Before I discuss the five specific claims that 

are noted on the chart across the room, I think it might 
ke helpful to discuss very briefly t elements sof the 


10(b) (5) case and then make some’ other coments 


and buttress seme of tha comments tnat Mr. Brooks iwade, | 
particularly in the area of due care. We kaw that in order: 
to make out a claim under 10(b)(5), a claim for nisrepresente 
tion, we meed a statemant of an untrue fact. The fact has 

ex 


to be The plaintiff kas to exercise due care. 


There ment of reliance and there an element c. 


on meee ee 


scienter. 


nd 


XI would like to discuss the due care aspect, 


or, more precisely, the lack of due care that as 2 matter 


of law defeat sowa of the claims in this casc. 


ve 


enalyze the claim of Margaret Mary McDonnell Murphy, whom 


i Will refer to as Mrs. Murphy. 2 urpay’s claim is 


a 


—— ee ee 
ad 


for approximately $400,009. As to that clai:z, your Honor, 


I kelieve that the uncontroverted evidence has show that 
plaintiff Margaret Mary McDonnell Murphy failed to act 


reasonable investccr would have acted under all the 
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circumstances as they then existed. 


that the principal alleged miscondrct on 


+ brothé> Murray and/or his representetive, Ric! 


ef 


‘¢ 


¢ 


) 


e 


to induce her to subordinate the securit: in her account 
at McDonnell & Company, that she was told that 

no risks involved in subordinating 

heave her testimony at pase 3 


Her testitcny was that following these statemsnts 
signed the subordinatica agreement waich 
she read the subordinaticn 

have learned that she had agreed to subordinate 
to these of "all. other presentind future creditors" of 
McDonnell & Company. By esting to _ ¢ subordination 
agreement prior to siqning it, lirs. 
daw, failed to exercise ordinary caré, because 
reading of the doc ment would have informed her of tha risks 
invelved in subnrdineting her account at McDoanell «& Company. 
The subordination: agreement specifically outiining the 
attendant xisks was not only made available to her, but 

signed by her. vet she failed to ask questions that 


a reasonable persan would have asked under the circurstances. 


| 
| 
| 
| 
| 
| 


ft is the law in New york, which is not iecenstateut 


with the reasonable investor rule under the federal securities 


} 


llaws, that if the facts represented are not matters peculiarl: 


1532 
mans 


within the party's knowledge, and the other party has the 

raans available to him of knowing by the exercise of 

ordinary intelligence the truth of the real quility of the 
revrecentation, he must mak use of 

means, or he will not be heard to cemplainx that he 

induced to enter into the transaction by miscrepresentations. } 


This is a statement by Judge Breite!. then 


d 


an Aprellate Divisica justice in the case of Sylvester 


v. Barnstein, 283 Appellate Division, 333. It 
by the Court of 2. Ss, 307 iow York 778. 

Now, sondar at IT uave just 
enmnciated is : ive in this case. And it is the 


receiver's position here, your Honor, that 43 2 result of 


2. 4 


her conduct, which is absolutely incontrovertibic, ske did 
not read that document, but sha siqned it, and in doing so 
Mrs. Murphy fails to reet her burden of proot of showing 
that she satisfied hex: duty of due care and is therefore 
barred from recovery herein. 

THE COURT: tr. Stein, do you think if she had 
read that subordirnatica agreement from ona end to the other 
ail morning she wquld nave known any better what che was 
dcing? Suppose she reed that and evan were able to figura 
out that sho ian icv mon on the totem pole, at socse point 


ee 7 


she might have said, "T1is is the way lawyers do these — 
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end this is the way = have to put this meney in cn this 
underwriting." Do you think that this would have toid her 
thet this was risky? 
2. STEMI: The words, your lienor, 
selves. First of all, the document exhibit. 
Subordinaticn Agreercnt. 
THE COURT: Then I cet dowa to the ultinate 
— Isn't this a jury question? 
MR. STEDI: The enalogy here is as between negligence 
. | 
and gross negligence. There are cases in the autoznobile | 
liability ficld where the court does 
involving due care to a jury hecause 
“the plaintiff in the case contributed to ths 
2 defendant acted so negligently as to renreve the question 
from the jury. it is not a question 7- fact any more. I 
am now talking about her failure to read thet egr 
{ submit that this is the kind of case ve we have that 
situation, such as wnere wi x grade crossing you couid ba 
SO negligent that the court dees not give the case to the 
jury, that the plaintiff does not get to the jury on the 
issue cf negligence or liability. That is what I am 


addressing myself to here. 


THE COURT: I am sort of troubled with that. I | 


a feeling that the sister was told by her brother directly 


eeemicenentncesnamaranaian ween 


early spring, the end of April or early May of 156 


MeDennell, chat McDonnall & Co. was in bad finencial conditia 


mmh 10 
or indizectly there is no risk, ard thon a legal 
comzs over, and even if she read it it weuld rot 
anything to her ‘deceit risk, it would merely have 
wnat ber position was as an investecr. Xr thick on this 
record it is for the jury to pas3 on these issues. But 
let we give consideraticn to that. Go ahead. 
IR. STEIN: There is one other separate and 
net groumi. Mr. Brooks got into 
Ancther ground on which Mrs 
should ke dismissed as a matter of lew 
to show by a ereponderance of the evidence that che weuld 
have acted disterentty had the alleged noa-disclesures 
not cecurrec. 
In order to recover on her clain, 


would have to have sacwn that she, aS a reason 


would have acted differently had the alleged non-disclosures 


not cccurred. However, the uncontroverted evidence kas shown 


that Mrs. Murphy attached no importance to the alleged 


omissions and would not have acted differently had they not 


cccurred, 


Thus, Mrs. Murphy testified that she learned in 


oo 


an een aS ARES ae AO Ie ee Senta eee 


page 16 of tae trance scrips, tron her sis ter-in-law, Sandra 
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also testified that she 
terminate her subordination 
information, and that is at 


red into new 


& Co., stock in exch: 


urities which we in her account at FocDcnnell & Co., 


thet is at pases 109 and 110 cf the testinoay 


e 


incontrovertible from Late April-early May to Sentcmboer 30th, 


the date cf the recapitalization agreement, more than i00 


burden on credibility cnly. 


WR. STEIN: Let nae go b 


trying to show that when she hecama at » of the i:formation 


at she claims that she should have hed, what dic she dco? 


She entered into 2 brand new dea 7ir did nothing, 
and then she signed up agai 
THE COURT: All XI am saying is that 


Tay conclude you are a hundred per cent right 
out. But I think that is for the jury to decide, and 


MR. STEIN: Maybe I am not making myself clear. 
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The contention I am making is thet sho failed to meet 

ker burden of showing she would have acted differently, 
under the cases that are cited, tiie Titan c There 

a burden to show that the allegedly defrauded plaintiff 
would have acted differently had the non-disclo 

cccurred. That is the standard she has to meet, that she 
would nave acted differently. The fact is when she learned 
that which was not disclosed to her, che did n act dif- 


ferently. 


Are you saying that she has got to 
oma words, such as, "If I had kncvwna I would not have 
Does the record have to ccntain that 
MR. STEIN: Taat may ke a question of credibility. 
I think yow Honor has to take all the evidence, and this 
is a burden she has got to sustain from all the evidence: 
would she, in fact, have acted differently when she hed 
the opportunity ¢o? 
THE COURT: Because, as T asked Mr. Brooks, I think,, 
sence, whether it was net sufficient to show, in fact, 
t a jury questicn, that ohn would not. She asked 
there any risk?" Doesn't tint make it 
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a jury question? 


tR. STEIN: I am talking the alleged omissionc, 


would she have ected differently, and what Sandra McDonnell 
told her two or three months later. 
THE COOR I understand vou. 
MR. STEIN: I would like to go tc 
Jam2s F. Mcvennell, Jr. in his individual co 
$20,718, which is number 4 on iue chart. The 
shewn that JamesF. McDonnell, dr. failed 
reasonable investor would have acted 
stances as they then existed, since at the 
his investisent, he had,at the very least, acce 


statement of financial cendition cf McDonnec?! 


York Stock Exchange Exhibit 16, which disclose that 
McDonnell & Co. had recently obtained infusion of capital 
in order to comply with the New york Ste:k Exchange rules 
concerning net capital ratios of member firrs. That is 
at page 458 of the transcript. 

I am now talking about the same necligence 
‘standard. The information was put before Jare2s McDonnell 
on a silver plate, The evidence shows that James McDonnell 
is as sophisticated a person as one ordinarily meets in 
business Satinaments. Despite his possess 


finencial statement, or, at the very least, his access to it, 


‘ 
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ho failed to ask any cf the questions that a reascnable 

suvestor would have ask2d or should have asked under the 

ciretmstances, and as a result of his inaction, James 

MaNennell failed to satisty his duty of due care and is, 

therefore, barred from recovery herein. I submit that 
failing to conduct any investigation after having read 
having had access to the financial statement, he did not 
a matter of lew, satisfy his duty of due care, and 


= motion for a directed verdict as to his claim in this 


CURT: What you we saying 
read or appreciated the statement in the very first note, 
that the ccrporetion currently meets the exchange capital 
requirem2nts, he was on notice that there was a recent 


mneriod in which it could not. 


MR. STED: Yes, that is correct. 

I think Mr. Brooks brought out during his motion 
on the argurent cn unauthorized consent, 
rule over the debenture, which would be, I ke ieve, the 
third claim on the chart, it is the receiver's position 
that there was a failure on the part of these fiduciary 
tlaintiffs to meet their burgen of proving that the consent 
of the requisite number of trustees to substitute the 
eaties E beads for the Series B bonds was naver given. Thus, | 
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mmals 
according to the trust instrument, page 16, two of the 
three trust 
trust. it is undisputed that onc tru 
ecasented to the renewal. 
The contention is made tha 
never authorized, acquiesced in or r 
despite the fact that he did not challengs , 
: | 


until more then nine menthe after the maturity date. Whethar 
| 


am ate New 


| 


sd 


or not he was telling the truth I want tou acknowledge is 
a jury question. 
The third trustee, Anna MeRenne 1, has 
not only that she docsn't remember whether Murray McDonnell 
eever advised her that he was attempting to 
Series B bonds fx the Series E bonds, but in addition 
that she cannct even state with certain that 
the trustces never authorized the substitution. 
I, therefore, submit that einen ce claim of 
James F. McDonnell, Jr. and Anna M. McDonnell ona kehalf of 
the trust is that neither authorized the transaction in 


question and since cne of these trustees, Anna M,-McDonnell 


cannet unequivocally deny that the trustces did, in fact, 


authorize the transaction in question, that as a macter 


of law, plaintiff Anna M. McDonnell and James F. MeDennell, 


nmhl6 


and a motien for a directed verdict 


to their claims as trustees is clearly warranted. 


As to the claim of Anna M. McDonnell in her 
individual capacity, the uncontroverted evidence has shom 
that plaintiff Anna M. McDonnell faiied to ect as a reason- 


ble investor would have acted under all the circumstances 


the time she contributed 
1969, that she was aware 
conpany n 1959 than had existed in 1965 or 1962, 


that she knew that 


all of this she failed to ask questions that a reasona 
person wouldhave ‘asked under the circumstances. As a result 
such inaction, plaintiff Anna M. McDonnell failed 


* 


poe | us is therefo 


o the last claim on the chart, the 
claim for $79,700, I heard Mr. Beebe and Mr. Broscks make 


the statement in cpe % ta ting that that clain 


~~ ~ he 
any fashion? 
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AYTERNCON SESSION 
2:15 P.M, 
(In open court, jury not present.) 
‘BEEBE: Your Honor, there are nar 
proceed in presenting this case, It involves various theories, 


least five transactions and a number of facts on both ‘ 
| 


sides of the fenc After strugsling with 1t for some time 


4 


} 
I rave elected to adopt the approach of chronoloszy, not becaus..@ 


is necessarily the best but it is one way of doing it. 
Before I. start, however, I would iike to state 
thet in terms of a motion for a directed verdict at this 
point, the defendants have actively introduced exhibits and 
other eviderce in the course of the plaintiffs! presentation 
of their case in ¢hief, I submit that it is imnoossibie 
this point for the court as a matter of law to ceparate 
their evidence from the plaintiffs! evidence without coming 
to factual conclusions, 
In the course of the robing room discussicn 
which covered many ee beyond Professor Ratner last whurader: 
Hr. Brooks admitted that the defendants have put in some 
of their case, some of their factual case, and Irefer to 
itr anscript 1273. By proceeding in this manner, your Honor, 
a hew York Stock Exchange and MceDomnell & Compeny waived 


oY 


ebhair rishts to make the motion to dismiss at tne end of the 
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setierte: case, Such a motion must be made on the facts 

that the plaintiff presented, without being colored or | 
| 

by the defendants, 


| 
THE CCURT: Mr. Beebe, I don't know that you should 
be spending en axful lot cf time on this, It seems to me | 
the testimony here which you should be addressing yourself 
ae whether on this record -- I don't care whether it comes | 
in through defendants or your evidence, but whether en this | 
record there is a prime facie case on which the jury could 

find in your favor, 

ER, BEEBE: I plan, your Honor, to address that 
point as well, What I am saying is for your Honor at this point 
to go along with this request, because of the factual 
context of the record right now, vour Honor would be put 


in the position of having to make factual conclusions 


which, as you well kmow, of course is only for the jury, 


| 
| 
I am saying .by their choice tr7y have put the record 


at the moment beyond the point where your Honor can take the | 
“ease away from the jury without in some way reaching factual | 


determinaticns yourself, | 


THE COURT: Wo, I don't see that at all. All fr | 


see if part of their case is coming in on some of thelr own | 
| 
witnesses, it is there, But the test for you is whether or not | 


i 


ran3 
on this record as a whole up to this point there ts 2 basis 
for a jury to find in your favor, That is what I am waiting 
for you to give me, 
So that aspect of that preliminary application 
that I should not consider this motion at this time is denied 
Go ahead, 
MR. BEEBE: As far as the prime facie case wnich 
I intend to address this afternoon, I would first respectfully. 
, refer to your brief for the legal underpinnings and also 
refer to the very fruitful discussicn in the robing roon, 
especially starting in transcript 1275. Using those as 
a framework I move to the evidence in the record so far which : 
is substantially undisputed, as, of course, it 
j because they have not put in their case, 
The purpose of my effert here will be to pull 
the facts together and present them for their legal soiree | 


[ 


‘ : ! 
¢ I believe for the first time in open court in this case in 


| 


one place, 


| 
i 
Now, we first, in order to set the state for the | 


later cvents at the end of 1968 and 1969, must start with 
the delays in receicing the audit in 1967 which is in evidence,, 


gof course, through Exhibit 68 and Exhibit 70, 
In March, 1958, March lith, the New York Stock 


Exchange issued a Warning about disturbing minority of member 
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firms whose record keeping is so poor that they neede 


extra time to complete their audits, That's Exhibit 78, 


I am not going to cite all the exhibits but I will cite | 


some, The New York Steck Exchange at the same time also warned 
of possible restrictions for such delays and poor record | 
keeping, | 
| In addition, in a memorandum issued to all the | 
is they warned that it is unwise to try ccmputer 
conversions when record keeping is in such poor share, 
The New York Stock Exchange was setting a 


standard for itself, a standard which indeed it appeared to 


follow initially with McDonnell & Company when on March 18, 


1968, they had placed McDonnell on restrictions due to the 


various record keeping deficiencies, That's Exhibit 79. 
: It sent: out a detailed explanation to McDonnell 
of precisely what the restrictions were on page 2, 1968. 
It forbade the transfer of registered representatives, 
among other things, frem other firms to SeDonnell "for the 
foreseeable future," and corrected McDonnell specifically 
“not to make any further commitments of any kind which would 
tend to increase your business," That's Exhibit 890, 

Then we come 17 days later and they lifted the 
restrictions, Immediately McDonnell & Company launched on its 


computer conversion, cpened a branch office, and we have the 


. 


rdn5 

beginning of a departure from’.the strict enforcement of the 
exchange's own standard, and I submit the jury can find on 
the record to date that strange things started to happen 
with regard to enforcement in late April, 1968, with regard 
to NeDonneil, not on that fact alone but.i1f you put them 


together, as I plan to do this afternoon, you see a pattern 


and I think the jury would see a pattern, 


In the surmer and fall of 1968 the exchanze kept 
@ light finger on the patient's pulse, parat Tir. Scnuette 
testified the patient improved slightly, but then he de- 
teriorated rapidly, 

the exhibits in evidence and the testimony show 


that there were continuing and growlng operations preblems, 


4 Tnere was an inability to convert the computer record keeping, ' 


Tae dollar amounts-of the fails to receive and the fails 
te deliver were becom ang astronomical, and there is also 
a sericus question of when you have a fail sees you don't 
know who the fail is from or who it is to, how do you rectify 
that? That's very hard, That's a little different than 


what Mr, Arning testified, tnat you can settle your accounts, 


THE CCURT: Let me stop you a minute, Mr, Beebe, 


qidaybe I am doing you a disservice by sort of jJogginz you 


at coint where you are launched into a particular method 


of presentation, But what is it that you would have had them 
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do with these fails? What would you have had them do 
when they have a certificate and they can't find a customer 
and they have a customer and they can't find the stock? 
RES I will answer quickly, your Fonor, I 
am in the position by Far. Breoks' argument to take an all 
or nothing approach, Tnat the plaintiffs would suddenly 
and precipitously pull an Ira Haupt, if you will, and close 
the company dewn, 
, THE COURT: I don't think he did that to you other | 
than you may have done it in an interrogatory to them, if 
I am correct.in that. Some interrogatory askec you that 
nat ton and that!s what you responded you should have dune, 
KR, BEEBE: The interrogatory is not here in 
evidence before ‘hie court now, The reason I say thet is 
1 XY am trying here in the court, your Honor, to prove tne case 
iof what should have been done based on the pattern of | 
conduct which we are now proving. It is not an all or nothing | 
situation at any given seictie’: aM time, but cunulatively | 


mit becomes very difficult, if not impossible, for the exchange 


| 
to wiggle out of any action, | 
| 
i 


THE COURT: Can I, without derailing you, get you 


Bdown to some time in January of 1969, let's say abcut the 15th, 


which is when McDonnell & Company first makes «. written 


admission that their capital ratio had exceeded the stock 


rdh7 
exchaize's limits, Now, what should have been harpening 
there? 

MR, BEEBE: May TI veeicelbtirey us you are derallins 
me? This does goet me off the railing because the Saenk 
of what should have happened there pertzins to what nad 
happened before, how much notice the exchange was on and why 
at that point, your Honor, they couldn't simply -- I am 
jumping ehead but I will do it, sir. They couldn't simply 
say-- 

THE COURT: Can you do it by flashbacks? The 
problem is, for exanple, the Dempscy-Tegler case finds that 
the exchange was not violating its discretionary limits 
in keeping the company going ten months after tne capital 
rules violation, 325 was violated, i 

MR, BEEBE: Dempsey-Tezgler. is very much a supporti} 
case for our position and let.me explain why, The court in 
Dempsey~Tezgler ceennced 6 total of ten factors in concluding 
that the exchange should have made what it called 
a measured response, which is a criteria they were believed 
should apply here too, especially after Sloane, to tne firm's 
problems. Among the factors noted by the court in Dempseyzy- 
Tegler were, onc, the imposition of restrictions on Dempsey- 
Tegler's business tn respense to its initial record keeping 

, Violations, 
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Tro, the sanctioning of Dempsey-Tegier i 
sanctions and subsequent installation, instaliation by 
the exchange of new leadership in that company. 

Three, the disclosed, and f wish I were writing 
on a blackboard and I would underline the word disclosed, 


solicitation of new capital by the subordinated lenders, 


When they went, in Dempsey-Tegler, your Honor, to mise new 


They disclosed and set certain -- and this is in quotes, 


"Under certain conditions that were carefully and clearly 


Dempsey-Tegier Hs Gh, 545." 

There was a conscious decision not to suspend 
Dempsey-Tegler but to try and solve its problems by the 
‘infusion of new capital and the imposition of restrictions 
: and sanctions, but it was a disclosed decisicn and the 
exchange's own doubts about the firm's sokemene were fully 
Gisclosed to the subordinated lenders, A complete Listing 
of that, all the factors, appears in the Dempsey-Tegler 
“case at 94, 545 to 546, 

THE COURT: Why don't I let you go back on the 


track you wanted to follow because your contention is that 


cepital they told the new capital lenders about the condition, 


communicated to the two proposed subordinated lenters, Hughes 


in and around February ist of 1969 that the exchange was on 


notice that this firm was going to go bust, That's about what 


nounts to, 
MR. BEEBE: My next step is in the flashback-- 
THE COURT: And therefore inet hmih sab by letting 
anyoody put any money into it, 

BEEBE: I cmquickly cover up to there, 

COURT: I don't want to derail you, 

BEEPE: I wouldn't mind in normal circumstancel 
jumping around but this has so many darn facts and circunstanel 
that I would certain appreciate doing it this wey, 

Arbitrage, which is the next thing, in Avgust, | 
1958, the exchange makes its first interpretation ef Rule 325 | 
as it applies to these clients, The examiners said, 
and this is the people down at the lower levels who are 
gathering the facts and putting them in order, they say 


arbitrage is not good capital, I think Mr. Greaves so 


testified. McDonnell begs, please give us a "less favorable | 


interpretation because that can matérially ae our fine tien 

as a rights specialist," That's Exhibit 71 or possibly 72. : 
McDonnell admits that the arbitrage positicn 

they want is “not in accordance with Rule 325," That'ts a quote 

from Exhibit 72. But then they have atelephoiis conversation 

there and they are quite upset when they are told by the 


examiner, doing what he should have been doinz, that the SE 


would have to be informed, 
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The exchange then gets to the higher levels 
land the higher levels say, McDonnell, you want this inter- 
pretation, we will give it to you, You get the arbitrage | 
interpretation you want, You are not going to be in capital 
violation, The first crisis hes pecsed, | 
THE COURT: Is it claimed they shouldn't have | 
Cone that? | | 
MR, BEEBE: My question is, as we move along, 
why is there a consistent pattern? I can't take one piece 
of the puzzle ovt - a time. I say why is there a consistent 
pattern of favorable -- every time, favorable interpretations 
to the exchange, refusal to enforce the rules by the exchange? 
BRemember that pesty questicn I kept asking the people from 
the exchange, with all this information what did you do 
to act? If you didn't, why didn't you? There was no me 
who gave me an answer until we came to the very last day 


Je 


THE COURT: Mr, Brooks, take your arbitrage-- 
Mr, Beebe, excuse me. Have we any proof here that the ee 
on the arbitrage allowance was outside of the bounds cf | 
DB eretinnt | | 

ER, BEEBE: We have proof of a pattern, your Honor, | 
that when the exchange exaniiners, lower people, say we do it | 


this way, this isn't something that is isolated and comes up 


for the first time at the higher levels, The lower people 


‘atinite sn cm anialiaacacemin ‘inmniate tena 


pe ee bees 


j 
: 
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say you don't do it thet way, you don't give them credit 
for the arbitrage, Then they are told by McDonnell that if 
we don't get ic this way, we are going to be in vinilation, 
Then someone upstairs says, that in that case we will give 
you the special interpretation, No public announcement, 
no MF bulletin, no going down to the SEC, Why not? TY refer 
to Exhibit 86, 
7 THE COURT: Does the record show that McDonneli 
people said if they con't get the arbitrage -- 
MR, BEEBE: Yes, sir, 
THE COURT: -~ ruling they will be in violation? 
MR, BEEBE: "Materiall affect our functions as 
a rights specialist," We have to go to the SEC for a specia 
ruling, I think that's Exhibit 72. The McDonnell people 
are told and tre McDonnell people themselves say with the 
arbitrage interpretation being given to them y the exchanze 


people, unless it is reversed by the higher-ups, the inter- 


“pretation we want is "Not in accordance with Rule 325," That? 


Exhibit 71, 
THE COURT: They are not put in violation, 
KR, BEEBE: Unless they get what they want, 
THE COURT: My question was whether there is 
al roof that if they didn't get that ruling they would be 


ir. violation of the 2,000 per cent, I gather there is no 
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proof of that, 


MR. 


Sir, because the exhibit says that with the ruling you 


have given us, 
we are “not in 
THE 


MR, 


They are saying we want an interpretation, We knew that 
the interpretation we w 


325. Then they are told since 


BEERE:. I would just say I believe tkcre is, 


that is the exchange examiners have given us, 


accor-anc 


COURT: That's not what I heard before, 


BEEBE: I didn't state it right that time, 


have to go to the SEC, 


but then they go upetairs and 


want, 


I have to admit, sir, «es of this pelnt in August, 
'68, .I still haven't established enough of a pattern to con- 


vince myself, so I don't know how I can convince your or the 


e with Rule 325," 


ant is not in accordance with Rule 


Then they say -- 


jury. But it goes on, it goes on, 


“ 


We get to October 2%, 1968, and in connection 
with the arbitrage interpretation and exchange examiner notes 
dn a handwritten note for the first time that wi 


really needed waz rot interpretations, they needed more 


capital. That's Exhibit 60, 


Mr. Schuette, Mr. Schuette etruck me on the stand, 


and I'm sure the court and jury, a3 a conscientious exchange 


that is what you rant you 
they don't say 


upstairs gives them what they 
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examines’, He compiled a handwritten Summary of McDonnell's 


“progress and lack of progress from early 1968 to October 28, 


the first," This was forwarded to the head of the 
Exhibit 35a. Hr, Schuette was constantly recommending the 


imposition of further restrictions but his pleas fell on 


~~ CoD 


deaf ears, 


Mr, Schuette on November Ath met with Mr, Bishcep 
and two other examiners to discuss NcDonnell's preblems 


but they deferred action, Exhibit 36, 


By then, by then being November 7, 1968, tleDonnell-! 


THE COURT: Up to that point we have problems 
but no violations; right? 

MR, BEEBE: J can't tell you whether violations, 
Nobody dug deep enough to put them on the record, 
| THE COURT: On this record we have no violations 
known to the stock exchange, 

MR, BEEBE: Well, if you hadn't had 2 Good inter- 
pretation in the arbitrage you would have had a violaticn, 

THE COURT: That's your conjecture, The record 


doesn't support that, 


MR, BEEPE: I would have to agree with you, sir, 


a J 


I would have to go on and say I think what the record als 


Supports is there should have been mich more digging done 
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When we talk about violations, remember now | 


there are bookkeeping violations «which is Rule 440, There 


” 
z 
are 325 violations which have to do with capital, Rule 440 | 
violations are wnat led to the impoesiticn of restrictions : 
primarily in April of 1968, on the very day that I am just | | 
talking about, November 7th. We have a typed, hand typed | 


note that says to Mr, Schutte, "McDonnell & Company has lest 


mpar v3 


Nese 


seven or eight vice presidents; its operaticns man, Sean 


MeDennell, has died, MceKey is in poor health, Their cperetions 


t 


and control is therefore said to be declining rapidly," I 


apologize for the grammar. That's how it appeared in the 


exhibit, which is Exhibit 35A, That was signed by Mc. Bishop. 


"Declining rapidly." Then he asks for a comparison 
between the April period and the vresent period, It mey be 
a good tine to Seinnsis restrictions, .. Anyone, certainly 
the jury, can find at that point it was past the time to 


* | bal 
reimpose restrictions, 
I can sce arguments coming in from the other side |! 
| % 
that the report was never made, how can the jury conclude 
shat? But something certainly should have been dene the 
veginning of November, 1968, Despite those early warnings | 


ind the obvious deterioration of the firm's condition, in 


im admitted dcecument from their own side, the jury could 


onclude from the evidence that the exchange too, no positive | 


a 
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action and there is no good explanation for why they didn't, 


THE COURT: Mr, Beebo, absent a vioclaticn can it 


I) possibly be an abuse of discretion for the exchange not 


to do something? 


MR, BEEBE: JI have alluded to, I believe, Alice in| 


Wonderland in the opening statement and the reason T did that 
is if you purposely ignore a fact and you just say that fact 
teint exist, then by some means of logic, and I would say 

! tt is Alice in Wonderland Logic, you never have to treat 

the fact, You can ignore its existence forever, [If you don't | 


| 
4 deem it a violation, somehow it never becomes a violation, if 
5 i 
THE COURT: You have a situation where the firm 
iS sending in twice a month thetr 325 statements is that right 


MR, BEEBE: Right, 
! 


THE COURT: And it reads rignt. Lybrand has made 


& 


. 


theiyv surprise audit and its results are awaited, Donit you | 
think that if the exchange had gone in and said that you do | 
this, that and the other and McDonnell pout deve ovroved | 
they lost a half million dollars in sales, that they would | 
have had a legitimate gripe? | 

MR, BEEBE: I have two answers to that. Point ee 
1, there is something you can do that's Short of shutting 


a firm down, On a 325 violation, if it contirves for more | 


than a few hours, fir, Arming had never heard of it for more tha 


‘ 
‘ 
t 
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a week, surely then you can take an extreme step like that, 
‘There is something short of that that can happen. You can | 
tell a company, just as they did, stop expanding, slow down 
your operaticns, 

THE COURT: But they are not in violation of | 4 
any rule, 


os oe hd 


MR, BEEBE: I think there vasa char preof that | 


é 
they were in violation of the rule requiring edequate record 
keeping. They hadn't been able to report their box count 
which Mr, Arning testified 1s good practice to do more than 
once a year, 

The reason this occurred was their record keeping 
was, as I believe he also testified to the effect, and I 
forget the exact word, but disastrous, 

My second point in answer to your question is 
Exhibit 83, the charge memo, Tne charge memo is an admission 
by the stock exchange that -- and it states -- 

THE COURT: What is the date? 

MR, BEEBE: 1970,.' It looks back at the whole 
series of events and says, starting in Octover, 1967, 


! 
| 


| 
just where I started this afternoon, it disclosed "substantial! 


and unidentified fails, unidentified transfers, unlocated | 


security differences and error counts," 


THE COURT: A lot of people have it, They were 


taken off restriction, ‘nd on this record there is certainly 


rdhl7 
no violation known to the exchange until mid-January, '69, 
MR, BEEBE: I guess what I am saying is that the 
jury could well find that the situation by the end of. 1958 
was suostantially worse than it had been Carlier, If the 
earlier standard was applied consistently at the end of '68 
they would have been put on restrictions again, at least. 
They were in violation, 
THE COURT: It doesn't seem to me that's 
testimony, It seems to me the jury has get to find 
that they shouian*t have been put on restrictions, 
that the failure to put them on restrictions was a violation 
the stock exchange's discretion, 
MR, BEEBE: I think that what the jury can find 
that 1t has to have some standard to measure what the 
exchange should do and it has tio inherent, in the confines 


of this case, standards to use, What it did before and 


j what it did afterwards, Both of these, as I continue 


the recitation this afternoon, relate end focus in on 
January as measure of what should have happened before or 
at January,. 
harge memo, sir, is extremely 
forth by themselves wnat the 
exchange thought were the violations, It is called just 
ythat, violations, And the violations are in the exhibits 
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attached, which unfortunately are not indexed, end they 


relate to this entire period, 


Now, November 7th Schuette is au: 


auncd for a report, 


He never rencers the report, corparin: 


The last thin 
we have in the accu 


ents, in the exhibits is that the operatic! 


| 
and control is th 


erefore said to be declining rapidly, 


| 


Why didn't the exchange act? 


Maybe it 13, as you 
5] 


«, your Honor, thet the exchange had a 


It lcoked at the situation and 


Judgment, it made a measured response on 


test and the measured response somehew 26d to. the eonelusicn 


they shouldn's act. All I Imow are the facts thas re 


in front of me, But 


| 
} 
4 
t 


on the facts as they now Btend, 


about a question of 2 motion to theory 


the whole case out, 


the facts as they now stand do me core 


eanyrhere near that conclusion, They support the contrary, 


There 15 no decent explanation for what happened, 


indecent Explanation; that is, they Sucpcnd the rules 


sonnection with HeDovinell, 
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THE COURT: What is the abuse of discretion as 


far as November 7th? 


MR. BEEBE: I will ask you to wait until I hava 
presented the whole thing. 

THE COURT: All right. 

WR. BEEB! We know about the chronolocy in t 
substitution of the Series B bonds for the Series E 
_ a series of internal memos. The evidence in the record 


shows that the 


Only one trustee si v tat there was not 


} 
1 
: 
' 


's signature 


the formality of putting on a second trustee 
SC. And even that one trustee should 
qisqualified due to a blatant conflict of interest. in 
is position at that point as the head of this company. 
He should not have signed it as a trustee. It is a 
that the exchange obtained and checked trustee instruments. 
There was more on that this morning when } Brooks 
trying to argue that the Manufacturers Hanover Bank 
exchange correctly discharged their duties 
to a trust agreement in thi : wh they had dono 
they well should: have. 
COURT: The testimony, as I remember it, the 
exchange would go into a trust instrument 


per ticuler action was authorized, 1 
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think the testimony was to the certrary on saying whether 
a trustee appeared to have signed pursuant to an authorized 
fact. 
MR, BEEBE>s I remember that testimony. I 2m. not 
Saying they did it. I am saying they should have done it. 
I think you are right in your recollection. 
THE COURT: They checked on the procedural aspects. 
MR. BEEBE: I remember they would check on the 
initial transaction, and then if there was 
roll over transaction they would not check 
there are two things that are different in 


One is the exchange did check and should have checked in 


{ 
1 
| 


4 
| 


Situations where it had so much involvement in the particular 


transaction, and in this case, this is not 


at some registrar-agent's office. This is a matter of a 


funding of one of the members of the exchange, a funding 


which they files on and which they certainly had duty to 


leck into on behalf of the investors. 
THE COURT: If they had called Murray McDonnell up 
‘he world say, “Sure it is authorized.” Would the exchange 
Shen say, “Well, I don't trust you. I am going to talk to 
ames‘? 
MR. BEEBE: In the Manufacturers Hanover case 


they looked at the trust instrumert . 
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THE COURT: The underlying transaction they 
They did not check on the procedural 


authorization I am talking 
because 


transaction. 
should check on, 


MR. BEEBE: 
about. This “is exactly what they 
they had the records in their owm 
THE COURT: 


lon 


of arguments 
didn't do something right. 
they rely con Lybrand 


says 


moment that the exchange 
right, and just assume for the moment that Lybrand 


Now my question is, it would c 


completely wrong. 
be a wonderful worJd for the New york Stock Exchange and 
if they 


delegation of duty 


os 
es 


others to make that kind of <« 
"Well, Lybrand did it wrong, therefore, 
Go sue Lybrand. 


could simply say, 
w2z no longer have: primary responsibility. 


Certainly, if Lybrand did it wrong and the New York Stock 
7 sens 


Ss relying on Lybrand to do 
J 
these 


Exchange was 
between Lybrand and the New york Stock Exchange. 
These are McDonnell auditors; 


THE COURT: 
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THE COURT: These are independent auditors of 
McDonnell. 

MR. BEEBE: If the independent auditors did 
something wrong? 

THE COURT: You would have the reliance go all 
the way down the line? Where would you stop? 

MR. BEEBE: I would say that the procedure has 


a lot of attractiveness to it, just like vou have lawyers, 


you hire a lawyer and hopefully he will provide you with 
a good will. But if he does not, or not a good ccntract, 


it is the person who is entering into the contract who has 


the primary responsibility. Taking the contract exanple, 
can he turn to his lawyer and say, “Why did you leave out 
that clause?" es buck stops with the New York Stock 
Exchange. I am not saying the procedure is wrong to turn 
to Lybrand, but where the responsibility continues is with 
the New York Stock Exchange, and it can turn to the cutside 
auditors and say “Settle seein ws ot For all I know, 
they have cross agreements with these people. They could 
“have brought them in as defendants if they had an active 
tort feasor role. But as far as primary responsibility 


is concerned, there is no way to my mind for them to get 


out of their primary responsibility by turning and pointing 


the finger to someone else. 


mmh5 

I czn now sap over my next paragraph, 

just what I had here. 

Now, as to the An. ican Stock Exchange, v2 

all think along the same lines, and this really goes to 
That is an interesting point, but they just 

have it wrong. They continue to have primary responsibility.: 
And the American Stock Exchange, despite its attempts to 
maintain a low profile here, was equally negli 
received notice of the purported subs titution 
and on this recoré it ult imately and utterly 
to check on the underlying authority or lack of authority, 


and it remains primarily responsible. It als 


to delegate its responsibility, and now I will shift 


Secticn 6 for a minute, because it is a convenient 
to talk about it. 

It says unéer Section 6 that despite the 
that the American Stock Exchange signs an 
the SEC, despite the fact that the Ame 
is a national securities exchange, registered 
it can delegate responsibility to the New York 
Exchange, but, again, I think there is a lot to he 
for having only one group of auditors come 
doing the checkup in a normal company that 


any pr ns But they don't delegate and 
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delegate as long as Section 6 is in existence the respon- 


sibility for enforcement. It is a principal agent. I 


am not saying that there is anything criminal about it on 


i 
its face, but if you have an agent and vou rely cn him | 


and he, in turn, fails to act properly, and here I am 


{ 


hypothetically saying the New York Stock Exchange completely, 
failed in its Section 6 responsibility as delegated by : 
si American Stock Exchange, can the Americen Steck Exchange. 
com: in and say, “They failed; we did not fail; therefore, 
they are responsible"? That is not how Secticn 6 is rn 
THE COURT: If you go en that theory, you have 
eight exchanges, an exchange in Honolulu, and the exchange 
in Honolulu receives the notice that McDonnell is in viola- 
tion, then that ciecdcnias in order to protect itself tould 
have to come in and say, "Well, what:'is going on?" And 
you would have eight magpis sitting around with eight 
different ideas of what should be done. And by the time 
you got through, if they didn't agree, the place would be : 
torn to pieces, each one acting according to his owm dis- 
cretion. If you take it that far, that obviously would 
be absurd. If you had eight Mr. Bishops and each one 
had a different idea, one saying, “Leave it open," the 
other saying, "Let's close it," that would be just silly. 


If you rely on your statutory scheme, it would seem to me 
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that scheme would provide that one of them will 
action, 

MR. BEEBE: I have an answer for that, 
that that is clearly a sensible approach. You 
have a group of Mr. Arnie's or tir. Bishop's or 

aking inccnsistent pos 


you an example of multip i case where 
as L < 


they all have some similarity of inte t, 2% may be to 


thcoir benefit to hire one counsel, v Spite the incen- 


sistent interests, will, at least, 
lew, let's say that that cne counse 
for the Mew York Stock 
absolutely nothing to do with the present situation. But 
let us say the New York Stock Exchange had ccmpletely failed. 
regulatory duty delegated y Honolulu, completely 
failed. Now, can Honolulu say in turn to the persen who 
relied on the Honolulu exchange, who Lives in Honolulu, 
the person who is. a resident out there and trades on that 
exchange and has nothing to do with the New york Stock 
Exchange, can the Honolulu exchange say, "Doa't look 
us any more; look at the New york Stock Ex 
at als. ) The nan 
a valued claim looks to the Hondlulu exchanse are 


the pecple he dealt with. They, in turn, can g' tothe 
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New York Stock Exchange and put the matter ultimately 
wiere it belongs. 

THE COURT: Wouldn't Honolulu have to impose its 
ovm regulata@y scheme first? 


MR. BEEBE: Maybe the Honolulu or the American 


Stock Exchange if they had done a little more about taking 


en their own res. onsibilities and locking over Mr. 
ietuets shoulder and Mr. Arnie's shoulder, if it had 
played a more active role and not delegated its respon- 
sibility to somebody else, would have acted in its own 
interest. I think there is that delegation for which 
they are responsible. 

THE COURT: Can't Congress say to the SEC to 
set up these exchanges in a particular way and the rules 
Shall be agreeable, and if a rule is'agrecable to the SEC, 
which is, that if a firm is registered in more than one 


exchange, only one shall do it and that is the end of it? 


MR. BEEBE: I think Congress could have done that. 


What Congress really said is that you can adopt rules and 
the rules can say that the member exchange‘s functions 
can all be performed by one exchange. 

THE COURT: The mandatory functicns. 


MR. BEEBE: They didn't say that, or Mr. Lufkin 


didn't say that. He didn't refer tc the regulatory functions 


| 


! 
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being delegated. He referred to basic financial oversight. 
THE COURT: Can't you put in the other? 
MR. BEEBE: You can’t get rid of your enforcement 
responsibility without violating section 6 altogether. 


THE COURT: The practical matter is where they 


got the financial information they tust didn't do the 
MR. BEEBE: That is right. I think that suns 


Now, the other point Zi have on that, waich is 
quite important, is that we have in evidence, sir, a decurent 
that shows that the American Stock Exchange 
perform some regulatory duties in this case, There was an 


investigation of McDonnell's Washington office, Exhibit 42, 


bade 


This was in April or so of 1969. McDonnelil's “ashington 


office was investigated. It had something to do with 
margin accounts. it was not the SEC. It wes the New york 


Stock Exchange, it was the American Stock Exchange. They 


knew what they had to do. They had regulatory duties 


THE COURT: Yes, but you don’t attribute any results 
1 this case to anything they, in fact, did? 

Mit. BEEBE: No. 

THE COURT: You are using that for what purpose? 


MR. BEEBE: For the purpose of showing thev d 
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have a regulatory function, and just to depart snd leave 
the Amsrican Stock Exchange ovt, I think it vould be very 
irenic if at the end of this case the jury is given these 
questions to find and finds that the vew York Stock Ex- 
change was completely responsible for failure to regulate 
and the Senet Stock Exchenge had somehow gotten off 
the hook and never even got that far in the case, because 
both are equally responsible. What I am Saying is that 


if the New York Stock Exchange is completely absolved of 


all responsibility of the controlling person or 10(b) (5), 


or Section 6, or all these other theories we have here, 
the aiding and abetting, then I might be very hard pressed 
to say the American Stock Exchange is responsible. But 
the converse is also true, the converse being that if the 
New york Stock Exi ge is responsible as the agent, if 
you will, for the American Stock Exchange, then, surely, 
, the principal is responsible too. Mr. Loflin's client 
admittedly gave everything over te the New york Stock 
ie Exchange and said, “You do it." I think I have exhausted 
‘that point for the moment. 1 think we then go back to the 
lack of action, as.I call it here, the events of January 
taking place and precisely what was done in January. 

Some time before January 9, 1959, Mr. Schuette 


learned from his examiner, Mr. Schuette being a coordinator, 


moh Ll 


Schuette covld ncc pinpoint as 
muary that cecurred, So we can't argue 

I think the jury could fairly infer that was when 

audit was in progress some time after October 31, 19°68, 

and perhaps in November or December. But, in any case, 

have January Sth, and that is not when Mr. Schuette 
learned of it. 
He testified thatm Januar 


to 
eet 


nemo about a phone call from Mr... 
he would raise 1.2 million dollars, 

funds. This was 
around the bookkeeping to: 


They were going out to th: 


money... In January, 1969, early in January, 1959, they 


going out and beat the bushes and rai: some money. 


. 


first thing they talked about was that the firm, 
according to McKay, had been in violatior. and was 
subordinate funs 
te family that they were going to get +t! 
back to the family situation later. 
some other group, an institution, 
they were going to raise funds from .. Now, as Arnie 


testified, when tt kind of information cate in, it went 
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to the top boys in the command. We submit that the 

jury could find on the evidence to date that the exchange 
knew or had strong reascens to suspect at least by the 
beginning of the year that McDonnell & Company was in viola- | 
tion of its basic capital requirements. And here are same 

of the material adverse facts which we have gone over this 
morning already, that the exchange knew at that time. New, 

I am talking about an affirmative knowledge. They knew that 
there was a violation of the rules. There was a memo, 


and the charging memo is very interesting, and it speaks of 


loss of key personnel, the withdrawal of two partners taking | 


seme $400,000 with them. That is Exhibit 37. There was in- 
ability to complete the computer conversion, and that was 
pfirst promised for July 4th, and there vere capital problens | 
that amounted to violations, and these things were thoroughly, 
known to the exchange, and, of course, to McDonnell & 


Company. 


arrives. 
a net capital violation. The jury could find 


evidence that the public summary of Lybrand's a 


little Exhibit J was issued to all the shareholders, 


failed to reveal the existence of the 

violation only three weeks earlier or accurately portray 
the condition of the company, failed to reveal that 
there had been an unclean letter issue, which is a 

very material 


T tant ai 


to how that 


Perce. 


THE COURT: ep in mind you are talking 
now about whether anything the stock exchange did or 
shouldn't have done ‘ iolation of discretion 
than 
representation, because you sound like yu are arquing 
a LO(DY(S)( case: EHLS Manuee and we are talking about 
whether the exchange got off the reservation. 

MR. BEEBE: I'm presenting a chronoloay. 

T aqree with you, we can 
me could conclude this, that and the other. 


the question is whether the 
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discretion or without the discretion. 

MR. BEEBE: I rely very heavily on 
19(b) (5), and I will show that in a second -- a 

The examiners' analysis when reviewed at the 
coordinator's level showed that this was no 2001 
violation. By January 28, 1969, Mr. Schuette wrote a 
memo showing a ratio of 3992 per cent, charaing the short 

Mr. Rrooks mentioned this mornine 


2717 per cent, I believe. That was without charainag tte 


shorts. In that very memo Mr. Schuectte wrote i 


handwriting against the short record difference question: 
"charoed." 

Now, why did he do that? Despite a lot of 
talk about preliminary analysis, and this has been mostly 
in the objections and cross-examination, and "apparent 
violations” -- I should also say the witnesses volunteered 
those words quite often, especidly the lower level ones, 
“The exchange's own final findings could not white wash 
away the fact that the ratio as of October 31, 1968," 
from the best poesibie way of looking at it, “was 
2512 per cent.“ . That's in the final charqgina mero. 

The examiners' January 28th memo noted that 


the short differences were charaed, accordina to the 


handwritten note, but then someone upstairs started 


rer3 
changing things around. 
On January 29th the exchanqe met with the 


McDonnell officials and Mr. Bishon came into the room. 


According to the only evidence before the jury Mr. Rishop 


walked in, stood hehind the chair, announced to 
sembled group that McDonnell & Company 
amount of capital by such and 
Walked out. 


Nothing about how to do it, who, 


wouldn' 


10(b) (5) and section 6 under the 


Dempsey Tegeler 


The subordinators, next heading, Mrs. Anna 
<eDonnell -- 


THE COURT: et me stop you a minute 


. 


What would you have them do at that point? 
MR, BEEBF: For one thing, F wouldn*t have 
ey without telling neople what 
problem: we a n Dempsey Tegqeler they did tell the 
People. 
THE COURT: -Let's stick with McDonnell. 


would vou have Mr. Bishon -- what is he aoins to 


tell people? Tteems 1, 2, 3% 
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and ¢€ or 1, 2; 3, 4% 3. § or t and 2? Sunnose he 
misses one? Does that give you a lawsuit later hecause 


) he missed one? 


MR. BEEBE: There is something called a 


knowledgeability letter, your Honor. 


| 


THE COURT: Let's get there later. I have 


some questions under that. Because a 


letter doesn't tell anybody anything. All it savs is 


that we want to be sure that you know what you are doinad. 


ation of the rule. 


It dcesn't say the company is in viol 


It doesn't say we lost seven executives. It doesn't 


say anything. It says you are telling us that you 


have satisfied yourself. You are not going to sue us. 


That's really all it says. So it doesn't cive anybody 


any knowledge. ‘It just says you will qive 


sentation that you know as much as you want 


MR. REEBE: That's how Mr. 


characterize it.. 


On its face that's what it 


THE. COURT: 


MR. BEEREF: As I stressed, your Honor, the 


real function of the knowledaeability letter as far as 


our clients were concerned is that it would put them on 


notice they had better look into this. Tt's like you 


have on top of a contract form, the way it's done nowadays 


rdro 

when a little fairness is required in dealing with people 
who may not know as much as somehody else, consult a 
lawyer, this is a leqal instrument. It says look into 
the company, there may be some problems. They imposed 
knowledceability letters on everyone later on. 

THE: COURT: I mean this letter 
very carefully written in order to avoid libelina 
somebody in the solicitation of funds. 

MR. BEEBE: Let's say you have a conpanv 
president who knows -- 

THE COURT: Mr. Beebe, you slipped away 
from wt I originally asked, which is what would you 
have Mr. Bishop require Mr. McDonnell to tell people the 
end of January in getting moncy? 


MR.) BEEBE : I was aoing to answer that as 


Suppose you have a president of a 


oY 


comnany I'm not. sure if alli the, connections are qoing 
to work in this example, hut he learns a material 
adverse fact about a company a ne learns that the 
vice president oft he company is selling his stock and, 
say, the buyer is someone who S$ a leqal connection with 
the president -- 

THE: COURT: Please.  notunvrotheticals but 


with this case. Mr. Bishop tells Murray McDonnell 
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you get up $500,000 by Friday, period. What else 
should he have said? 

MR. BEEBE: What he should have done, if he 
were going to deal fairly, I believe the jury can find 
what he should have done was establish a procedure to 
assure that when -- we are assuming that the stock 
exchange has an interest in this, which I think is 
evident but we will also prove that -- establish a 
procedure so that the people who are going to he 
receiving this satied takben find out the material 
adverse facts that aer known to McDonnell and the stock 
exchance, and also he should not have, althouah he 
acted very late in the day, he should not have permitted 
this kind of solicitation to take place on virtually 
24-hours notice because it's almost ‘a prima facie 
fraud. 

There is no way that a person in Mrs. 
Murphy's position or the other position could find out, 
absent some sort of detailed disclosure to them, all Of 
chads fa0ks on 24 hours notice. 


THE COURT: - Then she doesn't oive her money. 


MR. BEEBE: That's exactly right. The 


exchange so desperately needed thatmoney that they were 


willing to blink at the requirements. 


THE COURT: - You are saying the exchange 
abused its discretion in saying I want $500,090 hy 
Friday, period. 

In the method of solicitation 
without t! That's riqht, 

mM trying t 
concrete and I am trying see what should have 
been done. 

Was this done on the telephone? 

Re PUEPE: Yes. 


THE COURT: Which makes it much more 


difficult because you end up being misquoted. Let's 


assume you don't have that problem. Should Mr. Bishan 
have said, now, Murray, I-want you to tell them this. 
this, this and this? 


MR. BEFBE: Murray and Bishop met in person. 


THE COURT : Tvam trying to. receive from you 
is you contend exactly what he should have said 
on he was talking to? 

I will answer it as precisely 
as I can, your Honor. Since we are faced with a hory 
of law regarding material adverse information, Texas 
Gulf Sulphur and a areat many other cases which I know 


you are aware of and T have dealt in 
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have a material adverse fact you have to take steps to 
make sure it gets in the hands of the guy who is coine 
to buy. 

Now the material adverse facts are, and we 
have gone through them, a violation of the capital rules, 
a violation inthe operations, all the other violations 
recited in the charging memo, the fact that, at least 
the jury could find, the two partners had just withdrawn 
$400,000 and the other violations we talked about and 
the other oaberiai adverse facts. Then there may he 
more of them coming in. 

THE. COURT: Mr. Bishop has to see to it 
that that's what McDonnell says to them when they caive 
their money? 

MR. BEEBE: When you Rave adverse facts 
you have to take some steps, if you are qoing to 
conduct yourself properly, to make sure that the 
people who are going to be solicited learn ahout them. 
That's how I understand how the rule works. 

The reason I put that under hoth 19 (hb) (5) 
and section 6 is that's what Dempsey Tegeler says. 

When you have an attempt to raise funds under section § 


and your measured response is the criterion, whether your 


measured response is good or bad, one test they apnolied 


rarg 
there, and they applied it against the Plaintiffs in 
that case, was you have to take a measured response to 
make sure you are dealing fairly with the -- I'm sorry to 
use the word pigeons, but you are dealinc with the 
people who are coming in fairly. 

THE COURT: The problem I see is that since 
the exchange is not the horrower, how are they qoing or 
how can you ask them to be in the supervisory position of 


seeing to it that every material fact is laid ont? 


ee oe NR LO LL 


MR. REFRE: There are three answers to 
thet) Skk One of them is that, as you know, the 
controlling person doctrine is very applicable here. I 
think the jury could find that the exchange was in a 


controlling person position as to McDonnell. 


omnes cemcemmpemsene + manne ose eames ae Reem: oe © cme 


THE COURT: I disagree with the Huaches case, 
but that's another matter. . 

MR. BEEBF: Let me pass that, but I will | 
come back to it later. Also here you have one party | 
soliciting the funds and another party is the auy ordering | 
it, it’s aqain agency and principle. You are sayina to | 
him qo out and raise the funds. He aoes out and raises | 
the funds. One practical solution you could have is | 

| 
to have the neople write a letter, and you don't have to | 
call 1€ Knowledgeability letter. I onky work on that | 


| 
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because that's the one they used here. You call it a 


“letter giving them notice, saying please give notice 


81 


to anyone you solicit funds exactly what we went throuch. 


They didn't do that, nor did they take stens 


to try to do. it. In fact, 1t was Just the contrary. 
They didn't want to do it because the funds wouldn't h 
come in. That's the rest of my storv. 

The rest of mv story does not say after Ji 
comes in, if I can skip ahead a little, after Jim come 
in my story is not primarily a section 6 story. I am 
saving late in the year that they should have done thi 
er that move differently or treated the alternatives i 
way or another. I will get to that because it's ver 
important to what is happening later on in relation to 
what happened in: January. 

THE COURT: Would you want to take a hrea 
Or go a little tonger? 

MR. BEEBE: I wouldn't mind a break. a 
take any offer that is reasonahle. 

THE COURT: All right. 

(Recess) 

(In open court) 

MR. BEEBE: May I proceed? 


THE COURT: Please. 


ave 


m 


S 


not 


Ss 


nh one 


y 


\ 


will 
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MR. BEEBE: Sir, just to round out what should 
have been done in January 1969 under a pure section 6 
obligation, just limiting it to that narrow area, 
consider what they were faced with. Consider that they 
were faced with a year's history of serious operating 
and record keeping problems, not de minimis, not something 
that you could easily pass over. Something so serious 
they had to impose restrictions on before and I submit 
they should have done so again Record keepina 
proglems which led to the capital problems I think a jury 
could farily conclude. 

Here they are in January with all these 
problems. It was, if you will, analogous to a bid 
hole, a big hole that one could fall into. It's a 
dangerous hole. The way to fix that hole is to fili 
it, to fill it by curing the oneration problems, record 
keeping problems. To take strona measures, to take 
vieorous steps to impose firm restrictions, sanctions, 
fines, censures, something to make them move, to make them 
stop this attempt to convert to the computer which they 
didn't stop until the next summer. Make them clamp 
down on the record keeping problems. To make them 
stop eating into their capital because Mr. Rrooks said 


they were a profitable company and as the record will show 
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they became an unprofitable corporation at the enl of 
1968 oii eae losing $700,000 or more as the vear 
progressed. 

They didn't fill the hole in, they didn't. 
They didn't take steps to do that. what thev did is 
put a big piece of plywood over the hole and that was 
more capital. That's what they reached out for alone. 
A measured response paises have done both. A thin piece 
of plywood made up in large part of our client's 
capital. 

As Mr. Brooks said I believe in his ‘arqument 
earlier, there was a lot of money. Well, nmerhaps there 
was some money that Mrs. Murphy had in an account, Anna 
McDonnell, Mrs. Anna McDonnell had in stocks in asafe 
d2posit. box and it was reached out for and used to paper 
over this problem and nothing was done underneath. 

THE COURT: Weren't they being told all 
along that they were working on this and working on this 
and werking on this and we need a little more time, need 
a little more time? 

MR. BEEBE: T think the jury could find, 
sir, that this was so much talk. They weren't working 
on it, They didn't need more time. 


THE COURT: On what hasis could the jurv 
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it was talk? 

MR. BEEBE: I believe from two thinas: One, 
of positive firm steps taken earlier. Three things. 
the steps they did take later. Three, and perhaps 
important, Exhibit 86, Mr. Haack's special member- 
bulletin, because that's the confession. 

THE COURT: Read to me the plate you say 
that makes their continuing statements about record 
keeping correction false. 

MR. BEER®: t makes everything else under- 
standable. This is the cap stone. 

THE COURT: False. 

MR. BEEBE: "In the case of three major 
member organizations the exchange found itself facina 
situations where normal application of the rules could 
have meant possible loss for many thousands of customers 
and potential chaos in the industry. One of the three 
firms is McDonnell." 

Sir, that translates very readily because 
people don't talk when they write memos like this in 
direct lanquage. They talk in euphemisms. Tt*s 


pretty clear that it translates into non-normal 


application of the rules which was done in the case of 


McDonnell. 
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Was there a unicorn? 
THE COURT: I aqaree with you. But to them 
question is whether non-normal mplication was an abuse 
of discretion. The startina point we had was whether the 
exchange wasn't entitled to qo along with McDonnell 
when they said we are getting this record keeping in 


hand, we are working on it, we are cettina the IBM's in 


and we are getting rid of t ! sav they 


shouldn't have trusted 

I am saying what evidence is there in this 
record that should have put them on notice they shouldn't 
have trusted them? 

MR. BEEBE: The main thina is, sir, that the 
Securities Exchange Act does not permit the exchance to 
make the judament that it will suspend normal application 
of the rules. Mr. Brooks made a very imnmortant con- 
cession I find this morning. He said there was a pro- 
cedure for an exception to rule 325 but we are not con- 
tending that that procedure was followed here. 

They didn't make a public exception to 325. 

THE COURT: a are not talkina ahout 325. 
We are talking ahoutrecord keeping. 

MR. BEEBE: This talks ahout both. In 


terms of record keeping, sir, if they had a non-normal 
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application of the rules, that's a major departure from 
what Congress mandated. Congress said thou shalt have 
these rules. It didnt say that you could suspend 
anforcement of the rules; that you could have "non-normal 
application," which is just a fancy way of saying they 
aidn't enforce the rules. 

Yes, sir, that is exactly what it means. 


THE COURT: I'm not sure I read that auite the 


MR. BEEBF: .I believe I can he convincing on 
thatpoint because it's the only explanation for what 
happened that makes cqood sense in the context of the whole 
thing. 

THE .COURT: Mr. Beebe, let's assume there 
is just a modest record keeping problem, just modest. 
There is a problem. It doesn't cause any concern 
to anybody. I would think ‘the exchange micht let that 
qo on for years; all right? 

MR. BEEBE: It's possible. 

THE COURT: We have here an immodest 
situation. We have 50,000 customers. We have the 


company saying that we are coing to cure this. We are 


trarking like hell on it. We are cettina in ndw stuff, 


hired extra people. We have hired three people for the 
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cage. Don't you think that the alternative is to 
keep them going and let them try to solve what they say 
they are solving rather than doing, I don't know what 
else, you tell me what else; 

MR. BEEBE: rhe main problem I have -- 
that's certainly what someone would hone would hannen. 


Surely <-- 


keen coming back to what 


troubles me Sure you sensed 


it, that is that Conqress in passing this hill aave the 
exchanges under SEC supervision enormous aiscretion to 
deal with non-normal situations, if I may call it 
because the exchange was recoanized to he an unpredictable 
animal. As I seem to read some of the ledqislative history, 
they didn't want ot be too concrete in the rules hecause 
they never were sure of what miqht cop up next. 

MR. BEEBE: I think s far as the non- 
financial rules that's exactly riqht. 

COURT: So we then have a situation where 
you had an enormous company that's heen profitable, vou 
have an unexpected paper situation, vou have a record 
keeping problem. How do you deal with it? The stock 


exchange dealt with it one way. It seems to me that 


for you to prevail vou have got to do more than say 
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they did the wrong thing. You have to say it was an 
abuse of discretion for them to do what they did. 

MR. BEEBE: I intend to prove precisely 
that. I think that we have proved so far - 

THE COURT: It isn't a question of that you 
intend. to prove it, I need from you a recital of the 
facts in this record thatwould permit the jury to find 
that they did. Tha’s what I really need. 

MR. BEEBE: That's why I keep coming back to 
my progresSive recitation of the facts as they 
emercqed here. I am approximately halfway done. 

Let me not 
Let me give you what my view is. am not 


substitute myself inthe place of somebody acting in cood 


he done if they will do the things the wav they should 
have done, the way they have been done in the past, the 
way Conaress mandated them. 

One question in my mind,. and I kent askina 


witnesses this, why didn't they act faster? It's one 


| 
| 
H 
faith who is an expert in doing things the way thev should | 


thing to say there is route A, B or C thatyou can take 
McDonnell saying give us a little time, we aredqoingd to 
convert to computers, just give us a little time. That's 


why I co back to 1967 because the time was running a long, 
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hard way. 


they bouaht the time was with our client's money. 
couldn't have survived except 


client's money to gamble 


So Our 
exchange for their 
was enforcement of 
enforced. 

Maybe, 
Say give the quy a 
the 


cent. Give 


"How much is 


THE COURT: 


would give them 20 minutes or an hour or 


guy a 


av litere 


The only way they ant the time, 


with the 
clients were 
money. What they 
the rules the way 
sir, I would have 
little leeway and 
little time. 


time?" 


Arning 


something like that. 


MR. 


more than a week and he said McDonnell 


BRE 


BE: 


But it was an exception because Mr. 


us exactly what we know. 


THE COURT: 


Mr. 


that they 
ti 


entit 


Bishop said that you have 
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the only wav 
They 


used our 


ime. 


led to 


somethina in 


were entitled to 


they were he 


to ao alona and 


it's only 2000 per 


T asked Mr. 


Arnina 


his predecessor 


two hours or 


He never heard of one that was 


was 


no exception. 


Arnine wasn't telling 


until the end of the week for a half million dollars. 


Now, 


Apparently 


for that violation of 


the 


chopped them off at that point. 


it seems to me that .that's aqiving them some time. 


rule hemuld have 
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MR. BEEBR: If you are under the imrression 


from some brief that has been submitted that I am saying 


that a week to raise $2 million was -- 

THE COURT: Half million. 

MR. BEEBE: Or any amount of money is 
unreasonable, no, no. I am not saying that. We were 
talking about record keeping. 

THE COURT: Then you aet down to the problem 
which you raised earlier of, is he aoing to be responsible 
for seeing that it's raised without fraud? 

MR. BEEBE: That's certainly true. 

THE COURT: That's the. next auestion. rt 
seems to ine that if he has the power to say that we are 
going to cut you off this minute and in his 
discretion he says, no, we arecoing to aqive vou a number 
of days, he is certainly entitled to assume that Murray 
icDonnell is going to obtain it Leger ve: He is not 
qoing to assume that Murray McDonnell is qoindg to qo out 
and rob a bank. 

MR, BEEBE: I would have to differ with that 
100 per cent. If he is going to say just because Murray 
is aqoina to do it, I know it will be leaal. I am sure 
TI can convince the jury to the contrary. 


The man can't take half a loaf. He enn't 
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go out amsay I am going to raise the funds,even if it 


takes a week, and not do the other half. Tha's why 
I thought I was responding to your question when you 
how much time can a guy have to do record keening 
repairs, if you will, to fill in the hole. How long 
can he have? I don't know. But I think the jury 
could find from the evidence to date that they 
darn long. 

The reason they took too darn long 
were making an exception for McDonnell. they 
were making an exception for McDonnell has nothina 
with regulatory function, which is what I am qoina 
get to in a minute. 

HE COURT: But your 

different from your record keeping rule. 

MR... BEEBE: That's raqit. 
absolute rule. 

THE ‘COURT: 325 is mandatory. 


MR. BEFBE: Mandatory by Conaress. 


THE COURT: Whereas they could carrv the 


bad record keeping for quite some time. 
MR. BEEBE: I don't know 
can do it. 


THE COURT: What is it in this case that 


said 


rar 


it unreasonable? 


MR. BEEBE: I think we have seen they 


were on restrictions in April of ‘68. Things aot 

worse afterwards. They weren't placed on restrictions 
again. In January, the end of January 1969 the plywood 
comes in to cover the hole and no affirmative step is 
taken simultaneously or before to fill in the hasic 
problem. As long as those record keeping problems 
continued the capital problem was worsening, was not 
being repaired. 

The money was being drained from the company 
by the loss of profits. And the money that was heing 
drained, your Honor, was our client's money. They were 
entitled to the protection that Congress had mandated 
for them. They were entitled to 325 protection and to 
the record keeping protection. There has to be some 
purpose fot those rules. 

Sure you can say a quy has more Aiscretion 
to cure record keeping problems than to cure a capital 
problem, a little more time. But there has to be a 
Limit. 

THE COURT: All right. 

MR. BEEBE: I was aoing to talk about 


“Mrs. Anna McDonnell for a minute. The testimony from her 
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deposition and tie other evidence regarding her trans~ 
actions show as of this cade that she was not told of 
the true condition of the company; that the exchange 
knew of her age and relationship of trust so open to 
abuse that existed between the son and the mother and 
that the exchange did absolutely nothing to assure that 
she was not bilked. The exchance learned within hours 
after Bishop's command that Mrs. McDonnell had agreed to 
adda to her subordinated account, a time period which 
allowed for no reflection on her part and no investication 
by outside financial advisers actine on her behalf 
and in her interests. 
This mornina Mr. Brooks 

summarizing her position from 
I have some trouble believing that Mr. 
the same reading that I did. Page 211 of this 
I'm not citing from the deposition but citing from what 
is in evidence here: 

"Q How long have you had anaccount at McDonne] 
s Company? 

"A Ouite a while back. 

8, Have you ever subscribed to any business 

advisory service or letter? 


"A No. 


Oe hee es | 


* MOR 


Sea es A Ee Sy te TS 
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t 
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*0 Did you ever read the financial sections 
of the newspapers? 

"A No. 

"0 Have you ever read newsvapers to detect any 
articles about McDonnell & Comnany? 

es a What do you mean? 

"0 At any time. 

"A I never saw anything ahout McDonnell & 
Company until they were in trouble. 

*O then did that first come to your attention 
that they were in trouble? 

"A The newspapers, when there was trouble with 


McDonnell & Company then I read. When McDonnell & 


Company were in real trouble I read very little of the 


newspapers. 

") Can you tell me what Murray said to you at 
this time? 

"A I believe -- no, I can't tell you. 

ee, Do you recall the substance of what he mioht 
have said if you can't recall the particular words? 

"h I presume it was expansion, for expansion. 

"oO Did he mention the New York Stock Exchange 
canital rule? 


"A No. 
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“@ Did ne tell you anythina about the condition 
of the firm at that time when you first put your 
securities into th 

"A No. 

*O At the time you did dia you realize 
your securities would be at the risk of the business: 
the business fail your securities would be available 
to the creditors of the firm? Do you understand the 


question? 


I woudlin't consider it a 


*€) You did not? 


THE COURT: Didn't 
when you put your money in a brokeraqde 
always risk? I just was lookina throuqh my notes. 
Let's come to the hich water mark acainst 


your position, which was on cross-examination, where she 


said she assumed in 1969 things had worse; ed and they 


needed the money. 


MR. BEFRFE: Iam goin: to read from that right 
here. I think it's answered by the witness herself in 


absentia. Pade 216: 
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"? Did you ask any questions about why your money 
was needed now for the fimn? 

"A Actually; no. 

+6 Do you recall any explanation being given by 
Murray Or anyone else as to why your money was being 
requested? 

"A I think I mentioned it earlier. Expansion. 

7 Anything else? 

No," 
What did she mean by risk? 
that from her very words, becasue a lot of territory was 
covered in her deposition, which hasn't been mentioned 
here, right on this very point. 
193% 

*©) Was it a meeting between you two? 

"A No, a telephone conversation. 

"oO Do you recall whether he told you that “c- 
Donnell had any problems at that time? 

"A I don't really recall. 

"© Da you recall whether he told you that 
MceDonnell was in violation of the New York Stock Exchance 
capital rule at thattime? 

wh No. 


4. He did not tell you that? 
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ar (Shaking her head no) 


") Did he tell you the firm had record keeping 


fw wroblems? 


ae No, at that time. 
’ 
a 
3 "O Did he tell you anything ahout the condition 


mm 6Of McDonnell? 
"A Not that I recall." 
Now, the risk question, pame 223, and this 
is of this trial transcript: 
“i The third paragraph of the letter says in 
part if subordinating your account subjects you to these 


The question is were you aware of any un- 


a i 


necessary risks in subordinating your account at this 


time? 


"A I wouldn’t use the word unnecessary. There 


~ 


were risks. 


7 Will you tell me what they were? 


"Ss Thr risk that I might lose all my money. 


“0 Were they explained to you hy anyone? 


sa 2 I knew enough. 


"0 Were there any risks, any more risks in 1969 


19657 


than there were in 1362 or 


ae Wouldn't you know that for yourself? 


The answer is yes? 


"0 


57 5k Sure there were more risks. 


“O Can you tell me why the risk was ocreater 


at this time?” 


And this qoes to what she thought the risk 


was that the questions were addressed to: 

"A No, the risk was greater because I was 
qiving everything I nad." 

If there is any ambiguity in that, let me 
turn to the next page: 

"0 Were you aware of whether an investment in 
McDonnell in January of 1969 was any riskier than it was 
in 1962.07 L965? 

ra 

“6 ‘ risky in 1965? 

"A Yes. 


Do you know why that was so? 


Because it took everythind I had. The 
To any investor? 


"A I can't answer that because I don’t know 


anything about that. 


"?) So then you didn't have any knowledae 
for a risk for an investor generally in the firm of 


McDonnell & Cv., Incorporated in 1969 as comvared to 


1862: 007 65? 
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"KR I wouldn't have known anything ahout the 
investors in the company.” 
The risk she iS talking ahout was the risk 


of the proportion of the investment she was makina. She 


was putting in more in '69 than in *62.0R7 °6: 
risk was greater. That was the risk. 

THE COURT: She says it's always risky to 
lose all your money. Later on, somewhere in he trans- 
cript, she had some statement roughly like my notes 

reflect. That things had worsened in '69 and they needed 
it, or something like that. 


MR. .BEEBE: The answer to that clearly LS; 


and the question you addressed to me this mornina, sir, 

jn the middle of Mr. Brook's arqument, seems to me 

pretty clear. Let's say I say to a potential investor, 

look, things are worse now than thev were before but I 

neqlect to tell the poor fellow all the things that are 

so terribly worse. The burden is on them to show. 
They were talking about all these but for 

arqument, why didn't the investors get on the stand? 

The burden is on them to show if they were told that 

they wouldn't have made the investment. 


THE COURT: Mr. Beebe, if an imperfect world 


it seems to me and true it is that this is apparently 
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an unhappy situation involving an elderly mother of a 


substantial brood whose husband left her a sizable 


estate. But how much more -- put it another way: 


"his lady says she knew things had worsened. She ae 
she could lose all her money and she knew they needed 
ae How much more can you demand of a person knowing 
that their investment is in risk? 

The company has worsenee and she does lose 
all her money. There comes a point where a person 
certainly is on notice. I don't know where the 
ment from Jim to her that he tried to tell her not 


jt came in. 1 think that was some time much later. 
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MR. BEEBE: No, I would have to say that he 
told virtually simultaneously or just a few minutes later 
or a few hours later. He wrote a letter to her to that 
effect. But Jim did not know what the facts were. She 
didn't know what the facts were. Sure, she knew things 
were worse. 

THE COURT: Was she then charged with finding out 
how much worse? 

MR, BEEBE: , = dleiett think that is the way the 
securities laws read. Mr. Stein would have the court be lieve. 


| 
there is some sort of protective investor obligation to 


\ 
| 


go forward and do a thorough investigation. He would turn 
the securities laws on their head. As I previously stated, | 
the Affiliated Investors and the other cases are now all | 
the law of the land, from the Supreme Court down. There 

is a duty to bring to the attention of the investor enough 


of the precise material advantage to put them on notice. 


TE they acknowledge that things were worse than they were 


‘ 
| 
| 
\ 
! 
} 
| 
' 
| 
| 
| 
| 
| 
t 


before, which is very vague, certainly almost the contrary 

of what she testifies elsewhere, and that knowledge certainly 
was not bringing home to her the fact that there had been | 
violations here, the fact that there had been record keeping 
problems, things that the exchange found constituted 


violations. They were losing money. That was not brought 


| 
| 
| 
| 
| 
| 
| 
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home to her. Partners were withdrawing. No steps were 
taken to bring that home to her. No evidence has been 
introduced. Maybe it will be later. I would like to hear 
it, that some procedure was set up to make sure she got 


this information. 


tT submit, sir, that the Jury could well find 
that she wasnot ion notice; in fact, that this information 
was concealed from her, that the New York Stock Exchange 


actively aided and abetted in the concealment, and that there 


waS a material wrongdoing committed on Mrs. McDonnell. I 


have cther case law, I can cite it, as well as within our 
memorandum, and I would like to allude particularly to the 
Titan group case. 

THE COURT: That case doesn't help you. I have 
read it over the lunch hour. 


MR. BEERS: The Affiliated does. .I will start 


with Affiliated. 

THE COURT: As I understand the Titan case, that 
says if you have a non-disclosure you can work then to 
something material. 


MR. BEEBE: I think it also goes to the reliance 


THE COURT: The chairman of the board there wanted 


to pick hi$ company up for a lot of reasons. in this 
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situation she knew that things had worsened and she wanted 
to keep the family business going, that was material to her, 
and she alrezs,) knew things were worse. 

MR. BEEBE: May I Say, wees if you will look at 
the transcript that I have just cited, she was asking these 


questions because there was more of her funds going in. 


She was told they were being brought in for expansion. rt 
happened before. It is quite important, the fact that she 
had gone in before and gone out again. She was lulled 

into a sense of safety. 

If I am to have any voice for tomorrow I will 
have to move on. I go to the knowledgeability letters. 

The fact that the exchange required them later has been 
clearly shown. It was like locking’ the barn door after the 
horse was stolen. The major capital contributors, our 
clients, were already separated from their funds by that 
point. 

I am going to start going to go into the legal 
areas of some of these factual matters. . Mme is the omissions 
case, and that is why the Titan group is cited by us. It 
says when you have an omission then causation is an important| 
factor. It is the same proposition as the Affiliated group | 
in the Supreme Court. | 

THE COURT: Titan says you got to look to materialit\. 


| 
! 


) 
| 
| 
| 
| 
| 
| 
| 


MR. BEEBE: You have to see whether there is 
a causal connection. That is a burden of tte jury. 2 om 


going to prove to the jury the fact that she was not told 


these things could have led a reasonable man who had been 


told these things to not make the investment. We can presuind 
that she is a reasonable person. 

THE COURT: If Mrs. Anna McDonnell had been told 
any one of your six items do you think that would have made. 
a particle of difference? 

BEEBE: Yes, all the difference in the world. 
COURT: She would have taken $400,000 out? 

MR. BEEBE: Your Honor, there were some bets 
placed or some people talking about bets in the argument 
this morning. I will tell you what I really think she would 
have done. She would have picked up the phone before she 
Signed the instrument and Said, “Jimmy, I want to do this 

hing, I am going to do this thing, but all these things 

they are talking about, are they true? Will you call someone 
and find out what those those things are a 

have found out about those six things and flown to New York. 

THE COURT: Would Murray have told his mother? 

MR. BEEBE; I think therknowledgeability letter 
leaves a lot to be desired. That is why I don't agree with 


the characterizations from the other side. In this case 
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— it is supposed to do is put the potential investors 

on notice. You can call it a knowledgeability letter, 

a notice letter, you can call it some sort of procedure 

to put them on notice that some material adverse facts exist 
and here it is. 

THE COURT: This doesn't say a thing. 

MR. BEEBE: Then there is a failure. Then it is 
no good. They ee have to do more than that. They got 
procedures coming out of their ears; they got all kinds of 
procedure setups. This one should have been done, because 
it is unfair to the potential investor to be solicited for 
his funds without being told what was wrong with the 
company and known to be wrong. 

THE COURT: If the knowledgeability letter goes 
too far you run a risk of a libel case. 

MR. BEEBE: What do you do when you have a company 


that has information abowt adverse facts. Under the securitips 
| 


law they got to communicate to the potential investors. | 
lender. 


MR. BEEBE: The point is that if the security laws 


mandate communications of this adverse information, you 


| 
THE COURT: That is between the borrower and the’ | 
| 
| 


do run risks that if you are communicating adverse infor- 


mation, but it is wrong, you could conceivably be sued for | 
| 
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libel or slander. But here the adverse facts were true. 
and, second, the security law mandates that you comminicate 
them. Now, of course, you have to be careful. They keep 
raising the specter of the Ira Haupt matter. You have to 
have a measured response. There is the example they cited 


this morning, Williston and Beane. They got angry for 


acting too quickly.But, what happened? They prevailed. They 


went to trial and they prevailed. Perhaps they should have. 
Perhaps if they had acted precipitously or a little more 
quickly here and done what we are saying the jury could find 
would have been a much better action, a more reassured 
response than conceivably they might have faced in someone 
claiming they did something wrong. That is a problem you 
have when you have a self-regulatory agency. 

THE COURT: Let me keep you on your track and not 
derail you from your tracks. 

MR. DUBIN: Your Honor, Mrs. Margaret Murphy's 
uncontroverted testimony establish as of this point there 
was a two-step move to obtain her subordination agreement. 
(ne person called her for the account and another person 
explained the details. 4rs. Murphy, being somewhat less 
gullible than Miss McDonnell, did ask one question, were 
there any risks. None at all. Things were being sold for 


her benefit. She would be protected. 
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Now, the application that she signed and the other 


the exchange's approval on March 6, 1969, the exchange's 
obligations under Section 10(b)(5) and Section 6, and the 
controlling persons status, we submit, and the exchange's 


fiduciary duties, which were also mentioned by Judge Lucas 


t 
| 
| 
documents that she signed and submitted to the exchange, | 
| 
| 
| 
! 
| 


in Dempsey-Tegler, and the protection of the exchange 's. | 
members by the exchange from liability to McDonnell customers 
and creditors, the shielding of the exchange 's special trust | 
fund, all of tte se factors provide a direct nexus between | 
Mrs. McDonnell, Mrs. Murphy, the trust, and James McDonnell, | 
| 
on the one hand, and the stock exchange on the other. This | 
nexus point I will gointo in further detail, as I get to 
the law that we have not covered yet in discussion so far. 
Now, if the exchange transmitted their knowledge, 
the exchange's knowledge to the plaintiff, they have failed 
to prove it so far. This is extremely important in the 
case to progress beyond this afternoon. Family membership, 


without more, does not make one an insider. I repeat, the 


| 
| 
: 
plaintiffs here were not knowledgeable insiders on the alias 
of this trial so far. They were not at the crucial juncture | 
of each of those transactions listed on the court exhibit; | 
they were not officers, directors, employees or stockholders | 


of the failing corporation. They were not privy, at least 
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classification, nor were they informed of the capital con- 


on the record, to those things that would put them in that 


ditions which by then violated the Securities and Exchange 
as well as the rules of both exchanges. 


Commission Act, 
The burden on each cf these exchanges, which, of course, 


they have not yet begun to meet, is to show that each of 


them discharged its disclosure obligations concerning the 


adverse information in their possession available to them, 
g 


and that each were somehow exercising their Section 6 
y by raising funds without takin 


obligations or prope. 
any steps to warnthe potential investors of the material 
; mn of the cocn- 


adverse facts, and then there is the question o 
They have to show that they 


trolling person liability. 
did not directly or indirectly induce the acts that 


I would like to see them try and 
The 


constituted the fraud. 
prove that, but we will see when the time comes. 
jury may find from the undisputed facts in evidence to date 


and from a favorable interpretation of any contested facts 
a plan to permit McDonnell & 


that the exchange 

Company to continue on despite its serious capital problems, 

despite its violations of the rules. The plan required 

the exchange to amend, alter, bend, twist, break and tolerate} 
« 


violations of the rules, to play fast amd loose with their 
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Own prior practices, and to cover up the awful state of 
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affairs of McDonnell. 

The events following the transactions relate to 
a proposition which the jury may find on the record to dat, 
that the exchanges broke and tolerated violations of the 
rules to induce our clients to make their investment; 
second, that the regulatory acts eventually taken by the 
exchanges should have been taken at a time earlier to avoid 


the damage to our clients; and, third, the particular 


concealment of the true conditions in the summer, especially . 
of 1969, the spring and summer, which lulled the plaintiffs 


into a false sense of security until it was too late. 


If I may before moving ahead on the roll over also. 
point out that that is or was a 10(b)(5)(3) violation, 
an act or practice or course of business which operated 


4 


as a fraud. Gt 

Again, each of the essential elements of liability 
is present in McDonnell's conduct. First, this transaction 
was confirm y i The mailsvere used. 


Second, the transaction involves the purchase or sale of 


its security; third, fraudulent practices were involved. 


Simply stated, McDonnell & Company rolled the debenture 


over without authority, for under the terms of the trust 
there were three signators that were needed. Clearly in 


this case that was not so, and the exchange is responsible 
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for that, because the exchange on the record to date clearly 


controlled McDonnell & Company, and I would cite particularly 
Myzel v. Fields. The nature of roll over is defined in 
Section 15 of the Securities Act and 20A of the Exchange Act 
Cne has been interpreted as requiring only some indirect 
means of disciplining or influence, short of actual dis- 
cretion. 

Now, in Hughes, there the court held clearly 
and said indeed to hold otherwise would be anomalous. 

THE COURT: I don't see how you can see these 
regulatory agencies can also be defined as a controlling 
party. It is a regulatory agency. 

MR. BEEBE: The exchange is an interesting animal. 
It wears two hats. me, it is a regulatory agency, and the 
other, itis eters party. Here we have someone 
who acts sometimes with his self-interest hat on, quite 
interested in the outcome of_his various steps. For that 
half of his he makes a monetary profit and protects the 
other members of the exchange and shields the special trust 
fund, should be responsible. And because 
of the control he exercises and the powers he has he should 
be held to account, because when he: S OL ™ not act, 
it is in'his own self-interest. 


I also point out that there is a duty of inquiry under 
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Section 6 which pertains particularly to the roll over, 

B® ana on that I would cite pages 40 and 41 of our brief and 

the footnotes. At some point whenever we are prepared to 
have an exchange, I would be happy to have opposing counsel 
fe also eniony readinys the citations, and I will have persuasive 


arguments, and I will be pleased to read whatever they put 


forth. 
But coming back seriously to controlling persons, 
there are a number of cases that really face this problem 
of dual capacit. To satisfy the requirements of good faith, 
it is necessary to show thet precauticnary measures were 


taken to prevent the violation. That is: why I come to 


the roll over point, sir, and say the fact that they blythely 
ignored the unlerlying trust agreement is no excuse. They 
should have looked at the underlying trust documents. They 


should have taken precautionary measures. 


| 

| 

| 

H 

| 

THE COURT: What was wrong? : 

MR. BEEBE: Fcr one, two signatures were needed, | 

and they had only one, ! 

THE COURT: If they saw the trust agreement they | 

would nel have seen anything, except that there had to be | 
authority to ‘ice se lean and the signatures. 


MR. BEEBE: That is important. 


THE COURT: And then suppose Lybrand, and Ross cama 


| 
: 
| 
| 
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along and says, "This is authorized." 

MR. BEEBE: They misplaced their trust if they put 
it there. But just take Lybrand for a teen: What was it 
looking at? Assuming Mr. Menzel, or whatever his — was, 
actually did what he purported he did, he was looking 
at a piece of paper that didn't have any recitation that 
Mrs. McDonnell or Jim McDonnell had authorized. Jt did not 
say, ‘cursuant to the authority delegated to me." It 


didn't have two signatures. On its face it was fraudulent 


and unauthorized. Now, Lybrand may have made a mistake. 
I don't deny that. And the exchange might have mistakenly 
relied on them. But who is responsible? Where does the 
buck stop. Let them go after Lybrand. 
THE COURT: Why didn't:your client go after Lybrand?| 
MR. BEEBE: Primary responsibility can't be shunted 
off onto an agent. 
THE COURTs Lot me ask you, Mr. Beebe, let us 
assume that Murray committed a fraud here, who is primarily 
responsible, Murray cr the exchange? Suppose Murray lied to 
his mother. 
MR. BEEBE: Under Section 6 the primary Peres 


lies with the exchange. Murray does not have any Section 6 


One in this case, and that is what the facts indicate so far’ 


responsibility. The primary tort feasor here, if there is | 
l 
| 
i 
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| 
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| 

was a fellow named Murray McDonnell. | 
| 
vi 


Now we are talking about a joint and self-liability 


we are talking about going against the people who we think 


| 
| 
| 
| 
\ 
' 
i 
| 
| 


were more responsible, or, at least, equally responsible. 

Take the example i a Car. An owner of a car 
may hire a driver. The driver may go out and get into an 
accident. If you are bringing an action, you bring it 
usually against the owmer. The owner is vicariously liable 
for the agent's acts. The owner did not drive the car. If 
the owner, in turn, wants to go after the driver, he either 
impleads the driver, brings. a separate action, or makes 
some other out of court settlement with him. I don't know 
what they did. yeu are not compelled to name the driver 
as a primary defendant. 

In this case we say they have tte se liabilities. 
There is no compulsory joinder argument that we have to. 
bring Murray in. 

Can ZI proceed a littIJe? Thank you. 

THE COURT: You better get to the $79,000 claim 
at sore point. 

MR. BEEBE: I think there might have been some 
kind of misconception so far, and I will try to straighten 
it out, and that is as to the matter after Jimny and the 


other people made their capital investments, what does that 
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have to do with this case, except as a Section 6 violation, 
and if it is a Section 6 violation, how are you going to 

go about proving damage. Well, the Sloan case, Judge 

Lasker's case, Says you have standing evm after you made 

your investment, and I think we have gone to some further 
steps to prove dzmage, that we would have blown the whistle 
and not been put in a false sense of security and given 

the hundred-day notice in time, some steps in that direction] 
But the main purpose of the evidence after our people came 


in is to show what should have been done earlier and to show] 


the pattern by the exchange, an unbroken pattern by the 


exchange of not enforcing the rules, which is all relevant 
to show what happened before ov people went in. It was 
all part of the same package and parcel, and there was 
reliance on Mr. Haack's statements that there would be 
a normal application of the rules. That iswhat happened 
to our people. And after Mr. Schuette am Mr. McElroy 
examined McDonnell's files, they found things that were 
suspect. They met with the officials from the exchange 
and the company and explored possible restrictions to he 
recommended to the Board of Governors. 

THE COURT: Let me take you on the other side, 
back to the ranch kind of thing. When did Mrs. Murphy 


have this back fence talk? 
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MR. BEEBE: I believe that was in the late spring, 


May or so. 
MR. BROOKS: She testificd in the early spring. 


THE COURT: She was told that things were not so 


good down at the company. 
MR. BEEBE: I want to<correct that. At one point 


in the record, and I don't know whether ‘that had been gone 


into too quickly by Mr. Brooks, whether he was saying it, 
or maybe it was Mr. Stein said she cid nothing all summer. 
It is wrong. Here is exactly what she did, she called Rick 
Olney and tried desperately to find out what was going on. 
MR. STEIN: The transcript is page 106, and 
Murphy testified that the conversation was early spring 
of 1969. That is lines 20-21. 
THE COURT: She could not jet Rick Olney, and it 


| 
reinforced her belief that this géssip was true. 


MR. BEEBE: yes, and «hen Jim came in and so on. | 
THE COURT: Why didn't the hundred days come in therb? 
MR. BEEBE: It happens to fit in wich the next 
avea I am going to talk abovt. Early spring. Can you'take 
judicial notice of the “act -- I believe it is true, that 
spring starts on Aprii 24st 


wine Ne 


MR. BEEBE: I am glad that is corrected. March 2ist. 


| 
| 

| 

| 

| 

| 

| 

| 

MR. BROOKS: March 21st. _ | 
| 

| 

| 
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Y don't know when she learned exactly. 
THE COURT: In the first month of spring. 


MR. BEEBE: March or April some time, and she tris 


to call Rick Olney and nothing happens. Let me first bring 


it out here and say what it is. 


THE COURT: Which ‘. ° mean by July. She knew she | 


could either get her money back or the company would go bust 


in giving it to her. 
MR. BEEBE: The argument on the other side puts 
them on the horns of a dilemma. On the one hand, they 
say these violations did not continue, the violations were 
cleared off, that everything was hunky dory at the comrany. 


At least, I heard them start at the beginning «so argue 


there was a temporary violation of ie company back in 
January, that it was then cleared up, and then i7 the summer 
things got worse. If that is true, then they could have 
gotten out; she could have given her hundred-day notice. 

THE COURT: She didn't. 

MR. BEEBE: Two reasons, one, because they had 
een assured that the company, she had been assured that 
the company was in fine shape. Sandra told her something 
to the contrary, but there was no final evidence yet. Point 
number 2, the company and the stock exchange were ious 


in a concealment at that point. That is what I think the 
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evidence shows, and I am sure the jury ca.ild find the true 
facts, for the very purpose of making sure that people like 
Mrs. McDonnell did not ask to get out, because they could 
ill afford, the company could ill afford to lose these 


people at this point. That is why in coming up to April Ist, | 


Mr. Schuette am Mr. McElroy are recommending restrictions 
and they were not imposed. 

THE COURT: Would you urge upon me or upon the 
jury that a person who is told the company is in bad shape 
and cannot reach an officer after making attempts to do it 
and can't do it, that that person can assume that everything 
is hunky dory? 

MR. BEEBE: No. AS I remember her testimony, it is 
to the effect as she learned hoy bad things are, especially 
after Jim came-- 

THE COURT: When did Jim come in? 

MR. BEEBE: About June or so, if I can remember. 
Memorial Day weekend, the end of May. Then she tried to get 
out. Do you remember all the testimony, sir, about how 

" she was told there was no choice. She tried. And I also 
don't think laches applies here in a legal sense. I don't 
think if they are pleading the statute of limitations here, 


that that applies. 


THE COURT: What the stock exchange is arguing is 


ron 


showing a state of mind to put the money in and help the 


company out. 


MR. BEEBE: All her actions are to the contrary. 
They can argue 2nything they want. 

Now, here we have April 3rd. McDonnell & Company 
starts to pressure the exchange for special treatment. 
McKay claimed at a meeting with Fred Stock on the exchange 
officials that McDonnell had received special interpretations} 
to avoid 325 violations at the January 29th meeting. 

For instence, complete exclusion of dividends, 
shorts, income tax refund claim, stock record differences, 


et cetera. 


Now, On April 7th McKay threw down the gauntlet. 


The last line of that memo, short memo of that day says, 
Exhibit 52, “The company would contest the restrictions." 
Was the stock exchange tough on them or did they 
nuckle under? Schuette's handwritten note dated April 17, 
1969, states without any explanation, and I think the jury 
could draw the worst inferences, “Meeting of Bishop, 
Stock and Murray McDonnell, no restrictions imposed." 
Were the voluntary restrictions back in January 


adequate? Were the company's capital or operating conditions 


suddenly improving markedly or is the inference we believe 


the jury can and should draw at this point, was the exchange 
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simply protecting its own pocketbook? Because what did the 
exchange do then? It engaged in a gradual liquidation which, 
as I will show, the evidence before thiscourt and jury will 
establish was much to their best interests when they were 
wearing their nonregulatory hat, and that's exactly what 
Exhibit 86 shows happened. 

The Haack mexo is an admission that they took 
off their regula-ory hat as far as McDonnell & Company, 
Dempsey-Tegler and Blair were concerned. They didn't have 
enough money in the till or they didnt" want to have that 


kind of claim against them, They took off their self- 


regulatory hat, put on their self-interest hat, p . the other ! 


hat in the closet and didn't engage in any valid measured 
response as far as McDonnell & Company is concerned there- 
after. 

Let me just cite the evidence here. By the end 
of April it is not a question of whether McDonnell is over 
the 2,000 statutory limit but how far over? Taking any 
reported date in the evidence so far and any way you want 
to cut the pie the jury could find from the exchange 's own 
analysis, and I will cite same examples. They can cite 
others in their summation or other evidence if something 
can be introduced to the contrary. 


As of right now we have numbers like 5,525 per cén 
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as of October 30, 1968, Exhibit 28 the examiner's final 
report. 3,825 per cent as of January 30, 1969, EXhibit 26. 
2,000 -- 

THE CQURT: That's cured by this money. 

MR. BEEBE: I don't believe so, sir. Let's 
take the next one. March 27, 1969, 2,920 per cent. In fact 
one is hard pressed to find an internal exchange analysis, 


and I am not talking about McDonnell & Company's own bloated 


figures, if you will, but the exchange's internal documents fed, 


which they were keeping very close to the vest, very hard 
to find one below the 2,000 per cent limit or any support 
by the exchange for the figures coming out of McDonnell & 
Company. It is hard fox anybody to believe those figures 
after a certain point but the exchange kept apparently 
relying on them or at least they said they would. 
One use of a lower figure by the exchange sticks 
out rather conspicuously, however. April 28, 1969, 
after all the analyses and figures just mentioned were 
prepared by the exchange Mr. Newman testified right here, 
talked on the phone to Joe Barton at the SEC, “What's the 
story?" asked the SEC man. Newman answered only that 
MceDonnell's own ratio was 1,947 per cent. That's Exhibit 55, 
Mr. Newman conveniently omitted the violative ratios that 


the exchange had already found. This was Newman talking on 
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April 28th. 

Why was he doing this, concealing these facts | 
from the SEC? Why weren't our clients told about the uniccrn| 
that appears on the scene? Why weren't they told that the 
rules weren't being enforced? Because their money was a. 

Newman believed that nondisclosure was the offer 


of the day; that the jury can find from all the facts 


and circumstantial evidence that the exchange followed 


dealing later on. 
The uncontroverted evidence in the record shows 


that the exchange began drafting charges against McDonnell 


| 
| 
| 
| 
| 
| 
the same pattern indealing with our clients as they did in | 
| 
! 
| 
| 
| 
| 


late in April but then, again without explanation, at 

least a decent explanation, they backed off. One could conclu 
from the evidence so far that the exchange then embarked on 
an undisclosed program of liquidating McDonnell & Company 
and reducing the claims against the exchange's trust fund. 
‘Branches were Sih, prenedetary positions liquidated, 
accounts transferred. And in six months the company had 
“gone from 26 branches and 5,000 customers to three branches 
and r don't know how few customers, 

Maybe Mr. Stargatt will tell us tomorrow if 

he has anything to testify about. I don't know what his 


testimony will be. This liquidation made no provision 
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for capital contributors. That's the important point about 
ent silent liquidation program going cn. Everyone was 
provided for, others were provided for, not our people as 
they might have been if there was a real liquidation at: 
that point, where everyone who is a creditor could be 
provided for. We weren't told there was a silent liquida- 
tion going on. I don't think Jim knew. Ghere was no testimony. 
bs knew or that any communication was made to him. | 

The exchange used their money, as I said earlier, | 
to buy time. By doing it on a unilateral basis it avoided | 
any attempts by our clients to withdraw their funds. 


under the subordination agreements 


Note that 


they could withdraw on a hundred days' notice provided 
the company oa oe in net capital violation. 

Now, that then brings us to the trust fund which 
ended up paying seven Or eight or nine million dollars. It | 
is a little unclear but maybe we could ane that cleared | 
up, to the public. customers. The jury could fairly conclude | 
hat the claims could have been very substantial. And 
higher if the exchange could properly and promptly discharge 
its regulatory duties and put the firm out of business 
instead of bowing to the exchange’s self-interest position, 

THE COURT: Isn't that a discretionary fund? 

They don't have to pay a penny if they don't feel like it. 
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MR. BEEBE: There are two answers to that. 
If the exchange, as you will see from Mr. Haack's testimony, 


his memo about what had happened, the exchange was terribly 


| 
interested at that time in “public confidence." That's 


ancther euphemism. They were terrified they were going to | 
lose business. They were terrified that peoole were no 
longer going to deal with them because they were in such 
shaky condition. One way to keep people there is to back 
them up when a company goes under, to pay them out of the 
trust fund so the exchange can say to the public, n’t 
worry, if anything is wrong we will cover you. 

That's okay as long as you have little companicas. 
But once the big one. comes along you no longer want to say 
don't worry because it is going to cost you. It cost them 


eight or nine million as it was. Ifthere were ten times 


| 
| 
| 
| 
| 
| 
| 
| 
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as many customers when theyvent under, that's eighty .or ninetly 
million. 

What was the exchange interested in when it set 
up the trust fund? It was really interested, as I see st, 
in shielding itself from direct liability. It kept calling 
this a discretionary trust fund but I wonder how discretionar 
it was if a public customer made a claim directly gainst 
the exchange and brought their lawsuits as class actions 


or otherwise against them. The Pacific Insurance simPly is 
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another way of insuring the exchange's actual legal 
liability. I think the trust fund may have been a very fancy 
footwork operation to get themselves out of direct liability 


by telling people you yot some problem, go over tothe trust i 


fund, they will take cqre of you. Instead of going directly § 


after the exchange. As long as the trust fund covers you, 
that's fine. But it didn't cover our clients. 
Now, we have a conflict of interest of the exchangam 
\ 
in January,| 1969. If McDonnell is put out of business, a 
if it notified capital contributors-about the gravity of 


the situation, and I mean put out of business within a 


reasonable time, or at least if it 4 the potential 


capital cortributors about the gravity of the situation 
and scared them off, or if it failed to rescue the company 


by whatever means possible, the exchange failed to do this 


rescue job at that point, then the trust fund would pay 


dearly md the members of the exchange would bo hit right 
where it hurts, in their pocketbooks. 

Arning reaffirms that the exchange "never dreamed 
of suspending anyone if the trust fund culdn'‘t cover them." 
That was from the transcript at this trial 1427. 

I have gone over the major elements. I could also 
talk about the lettered stock, about the exchange enforcing 
the rules and then suddenly saying that lettered stock had 
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value, “drew dollar signs out of its ears. I don't know 
where that came from. Maybe lettered stock was a unicorn. 
THE COURT: Let me know abort the 79,000. 
MR. BEEBE: And I could talk about press releases 


and a number of other areas that I think we have covered 


in one sense or another. 
3 The 79,000 ZI find much bolstered by the Sloan 
decision by Judge Lasker because what he seemed to say, 
as I read him, is that everyone who is in the exchange 
comminity who is not a general partner, someone who is 
in the active daily operation of a company, is protected 
by Section 6. He didn't speak of the facts in front of 
him, did not pertain to when a person comes into the firm. 
As far as I unesrstood the facts there, the 


Section 6 protecticn-continued after the man was in the 


| 
| 
| 
| 
| 


house. The 79,000, that preferred stock had been in existence, 
for some time. It still has standing to press a Section 6 
claim unless it is an insidey,. I don't think the stock 
or that particular trust interest qualified as an insider. 
Perhaps they can prove otherwise. 

XI think on the record to date the trust was 
not an active participant in the conpany's affairs. In fact, 


Me that perhaps is a very small element in the terms of 


control and operation of the company if at all. 


rqah9 


So there Ihave a Section 6 claim and there I 
don't have a 10(b) (5) claim. And the Section 6 claim 
really comes down to the measured response of the exchange 
to the problems it was facing and whether the company, 
if the stock had been sold or-if the trust had requested 
approval from the exchange to transfer the stock to someone 
it conld have done so in time and at a value, at a face 
value of something approximating before the exchange 's lack 
of enforcement brought the company to its knees. 

Mr. Brooks mentioned, I believe, that this is 
restricted stock and requires seme approval hefore being 
transferred. Be thet as it may, it is still possible 
to transfer. Still possible to have some value. Still 
possible to render to the company for redemption if need 
be, to seek approval to do these things if possible. 

So there was some value to that stock and I 
believe the value can be presumed to be the face value and 
the company could have been presumed to have adequate asset-,f 
based on Mr. Brooks’ statement and the evidence so far 
that the company did have a net worth of some sixteen 
million dollars in January, 1969,at least according to 
some @& the exhibits here. 

i won't quarrel with that for these purposes. 


I think that's the sum and substance of the Section 6 clain, 
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There are many different kinds of families. I think the 
on can take judicial notice of that fact, just as there 
are many different kinds of people in this world. Most. 
people I hope are honest. Not all of them. Most grown men 
vould protect their mothers and not ask their mothers 

to do something that was not in a mother's best interest, 
but not all grown men would do that. Some familieis are 


close, some divided. And this one, the McDonnell family, 


different interests and had much separateness. 

There is no blood exception to the securities 
law. There is no statute that I know of, and no inference 
can be drawn from the rules of evidence or from common 
sense, your Honor, that one brother will tell another 
brother the truth. There is no securities law provision 


that says that a mother qua mother is a partner in her 


son's operations. 


A sister is not an insider. Knowledge must be 
established from facts. That's the exchange's burden,. 
~ a burden they have not even gone to meet. 
The family relationship alone by itself without 
mere is aosolutely no defense to the facts, the omissions, 
the frauds, the liabilities, and the proof.I believe facts 


are before ths court for the jury, I expect fully submit, to | 
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decide one way or another. 
Thank you. 
MR. BROOKS: Your Honor, may I make a few remarks? 


THe COURT: Yes. 


MR. BROOKS: Purely directed at facts which I 


believe the record shows to be another way. 
Mr. Beebe said in the Dempsey-Tegler case 


there was disclosure and therefore in his case the 


exchange has a duty to disclose. I think even a quick 
reading of any part of the opinion in Dempsey-Tegler, 
which I admit is long and complicated, shows that a gent lemang 
named Bob Peck gave the disclosure in that case to Mr. Hughes 
Bob Peck was the equivalent of the Toa McKay or the Sean 
McDonnell at McDonnell & Company. It was not the exchange 
that gave Hughes any disclosure. They knew a little about 
him as the subordinated lenders in this transaction. 

I think it is important when you analogize to 
the Dempsey-Tegler case to consider that that firm had 
its known deficiency of $20,900,009 in September. Mr. Hughes: 
didn't put any money in until the following March. 

In McDonnell we have a completely different 
case hecause the investors are coming in on the wave of 
the breaking trouble which only later showed that it was 


of any sufficient magnitude to cause real concer and the 
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request for knowledgeability letters. 

? Mr. Beebe kept talking about violations of 1968. 

I think if you look at the charge memorandum and the exhibit$ 


to that memorandum you will see that all the charges there 


itemized in schedule fourm are charges in 1969 starting, 


think there is any charge going to a prior period *han 
January 1, '69, except the charge for failure to make a 


timely audit report in '67 and ‘68. 


| 
| 

| 

| 

| 

’ or at least known in ‘69 when the audit comes in. I don't | 
| 

{ 

| 

| 
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I think if you analyze that with any sophisticatio: 
it becomes an indictment that a prosecutorial staff got 
up for the purpose of negotiating with T. Murray McDonnell. 
It was never an adjudication, it was simply a consent 
and they threw everything they could “ind in that indictment 
as prosecutors would do. 
Mr. Beebe mentioned a conflict of interest 
between T. Murray McDonnell as trustee and the firm of 
McDonnell & Compz...: in which he was an investor and chief 
executive officer, I think that the will contemplated 
' that conflict when it spoke of the sons of James F;. 
cDonnell leaving money in the firm to support it as capital. 
It yave authority for the conflict. 
Furthermore, Anna McDonnell was an investor 


in her own right in the firm, so she too had a conflict. 


rah i2Za 

James McDonnell as trustee was an investor of those 797 

shares of preferred Stock, so in a Way everybody has a 
& i 4 2 « 


conflict because they are ali trustees and they are al} 


y S av ¢ i i 
McDonnels and they all have another interest in the firm. 
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Now, talking about the Lybrand report, Mr. Beebe 
said we had no business relying on Lybrand. I think the 


law in Section 6 is to the contrary because it says there 
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is no breach of duty until you know or you should know of 
a violation. I submit when the Exchange's own rules 


contemplate that the auditor's report will be the principal 


regulartory tool, you're entitled to rely on that audit. 


oe 


The rules contemplate that and the rules have 
been approved by the SEC and they, too, rely on it because 
they get it as their. X-17-B-5 report. 


Now, Mrs. Murphy said, "Don't you trust my 


family?" I think that's where the Exchange came out, when 
Murray McDonnell said that I will get more money, and he 
¥ did get it. 
These were professional securities exc-utives. 
They had been such for years. There had nuver been a problem 
with this firm in the disclosure area. They had underwrit- 
ing areas underwriting. They had transactions every day 


| where disclosure was required. They had to know the 1933 


wand the 1934 Act and they had the best counsel that you 


could possibly get. 


On all of those facts I think it strains the 
imagination to suggest that the Stock Exchange should take 


Murray McDonnell by the hand when he deals with these 


| 
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plaintiffs and say, did you tell them the right facts, 
Murray? It doesn't have to do that in its everyday business; 


wiy should it have to do it ir. this situation with these 


plaintiffs? 
Mr. Beebe said that the record showed declining 

profits in 1969. I don't think we have had a report yet 

on profits in 1969, although maybe you might have inferred 


from Mr. Haack's letter I don't think it is in the record 


i Sl 


as to what the profits were. The only thing we have in 
the record are ascending profits to the end of 1968. 


There was some argument that the Exchange should 


i a 


have made them keep their records better. The Exchange 
doesn't keep the records for the firm. The Exchange doesn't 


: | know how to keep records as a member firm knows how to keep 
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records. Some firms keep them one way, some firms keep them 


another. I don't see how you can charge the Exchange with 
not making McDonnell keep better records above and beyond 
what the Exchange was doing. The Exchange couldn't get 


in there and do it for themselves or do it for the firm. 


This, I suppose, is the heart of the free enter- 


prise system when you talk about Wall Street and the New 


I don't see how they 


York Stock Exchange and capitalism. 


could have done any more than they did without becoming, 


as Mr. Beebe says they became anyway, the controllina person. |i 
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If that is what the law is, if this controlling person theory | 
applies to stock exchanges, they darn well better not try 
to tell firms how to keep their records. 


Now, Mr. Beebe read from Anna McDonnell's testi- 


mony and I read from some of it this morning. I think 


there is a difference, though. Mr. Beebe's testimony be- 


page 214 starts off with the question of, “Did 


ginning at 


you have any understanding at the time you first put your 


securities into the firm?" 


I submit that means 1962. And a good many of 
the questions thereafter related to the situation of 1962. 
My reading was from pages 1042 and 1045 where 


she said she didn't recall or could not deny that fiurray 


told her about these factors which Mr. Beebe says she should 


have known about. 


Even putting the two of them together, I Say, 


your Honor, when you compiete a fraud claim you cannot 


have any equivocation or ambiguity or uncertainty in your 
affirmative case as to whether or not you got the disclosure 


You cannot do that and 


Mm-that the fraud case is all about. 


make you case by a preponderance of the evidence. You 


have to be firm and you have to be clear as to what you 


got and what you didn't. Anna McDonnell has not been able | 
to be that. | 
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Three more points, your Honor. Mr. Beebe suggests 


that Mr. Newman gave Mr. Barton of the SEC on April 29th 


or 30th a colored picture when he gave him the firm's ratio. 


That happened to be the latest ratio the Exchange had, the 


firm's ratio came in on a weekly basis. 


Now, if there is any doubt that the SEC knew 


what was going on, I think it was corrected the next day 


when Mr. Barton sent his own examiner into the firm. 


Mr. Beebe said that this firm would be entitled 


to a liquidation that they would get in the Bankruptcy Court. | 


Well, if that were the case, Jim McDonnell surely knew how 


to put this firm into Bankruptcy Court when he first learned 


of the problems. Surely he knew that. His Detroit law 


firm knew that. 


I point out 60E of the Bankruptcy Statute which 


give a preference to customers' creditors and would have 


made these capital contributors come out where they did, 


”~ 


in the back seat, where they belong. 


One final point: The automobile driver-owner 
analogy. There is e big difference. The Exchange did 
not own the firm of McDonnell & Company, as the owner of 


the car owned the car. The McDonnells owned the firm of ij 


McDonnell & Company, so they were both the owner and the 


driver. 
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THE COURT: Mr. Loflin. 

MR. LOFLIN: Your Honor, Mr. Beebe professed 
some puzzlement as to when the Amex was going to regulate 
and when it was not going to regulate and when the New York 
Stock Exchange was going to do the regulating. 

I don't understand, really, ine reason for 2n;\ 
puzzlement, and he referred only to an exhibit here which 
in turn refers to an investigation by Amex into the Margin 
Department of the Washington office of McDonnell & Company. 

The rules of the Amex are in evidence. I would 
invite the Court, if you feel it necessary -- I think this 


is a little far afield myself -- if you find it necessary, 


you will find the margin rules at 460-464; rules on financial | 


accounting and auditing are rules 440 through 445. 
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I think everyone understancs there are stocks listed on 
the Amex that are different than those listed on the New 
York. If there is a margin viol on concerning violation 
of stocks listed on the American Stock Exchange, I don't 
think anyone would be surprised that the Amex would have 
an interest and take action. 

There are times when Amex acts alone. There 
are times when under its rules it does not act, which is 
the situation in this case. It is not because we have 
delegated anything to the New York Stock Exchange. 

I think they would be rather surprised to find 
that they are our agent. It is rather a Situation where 
the SEC has approved our inaction so long as they are 
assured that the New York Stock Exchange has a rule to cover 
the situation, and these are the giteatidne that we are 
dealing with in this case. This has to do with financial 
situations. The net capital requirements is the focus of 
this, and in that area the SEC understands the rule of the 
New York Stock Exchange and the non-rule, if you will, of 
the Amex. 


Examples of the Amex acting within its regulatory 


autnority and acting alone would be the case of Crimmins 


against The American Stock Exchange, decided in this court 


by Judge Lasker, affirmed by the Second Cigcuit. 
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In that instance it was disciplinary action 
appealed to the Court by a branch manager of Walston & Company), 
a firm that belonged to both Exchanges. 

The branch manager's job is the same job that 
James McDonnell had. This man violated the Amex rules in 
connection with the Four Seasons Nursing Center stock, a 


stock listed on the American Stock Exchange. The Amex took 


rather severe disciplinary 
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against this man, and he appealed to the Court, as he had 


I cite that as an example of our acting without 


| 
| 
a right to do. | 
H 
| 
New York. | 

\ 

| 
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Mr. Brooks has referred to the case of J.R.Willistan 
& Bean against Haack. It is also against the American Stock 
Exchange. We participated in that case. I would describe 
the actions of the Exchanges there as concurrent, but it is 


correct, strictly speaking, that New York had the facts 


first and their Board of Governors acted first and we followe 


case to show that that was justified and we were ultimately 
successful along with the New York Stock Exchange based on 
the particular facts of that situation. 

Now, what do we have here? We have the cinaveen 


in 1934 concerned with abuses in the securities industry 


| 
a 
| 
| 
their lead in Williston & Bean and it was up to us in that | 
| 
| 
| 
| 
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and they set up a whole scheme of regulation which, hopefully jm 
has some logical coherence to it. 
The SEC was given an absolutely vital role to 
1 the Exchanges what they should 4o, keep an eye on them 


and to .¢ p an eye further on the member firms. They have 


done this. They don't expect*us to duplicate each other's 


There is no doubt, even from the record in this case, that 
the SEC does fulfill its responsibilities. The Exchanges 

do not go very far off on their own without checking with 

Washington and keeping them informed. 

We are trying to fulfill our role under the 1934 
Act and we do that by obeying the rules which we have sub- 
mitted to the SEC and which they have approved. They hold 
us'to those rules. They do not hold us to rules we don't 
have. 

That, it seers to me, is the problem that we have 
in this case. We are being asked on hindsight why we didn't 
behave in a way that our rules didn't require us to behave. 
In other words, why we didn't have a rule that protected 


them. 


Under the cases that is a matter for the SEC 


and not for the Federal District Court. The Amex Followed 
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its rules, and in following it we believe we should be 
dismissed from this case. 

MR. STEIN: Your Honor, I have nothing further 
te) add. 

MR. BEEBE: Just a very few points, sir, which 
are responsive to a few things raised here. 

In Hughes versus Dempsey Tegler Mr. Brooks said 
that Bob Peck, sacle pach a figure involved in that, made 
the disclosures and he is like Mr. McKay here. ‘The point 
is that Mr. McKay didn't make the disclosures. 

The statement that he mentions *hat the charging 
memo is merely an indictment that we got up for negotiation, 
it is an admission. They got it up. It is their admission, | 

| 
their statement of the facts and it is actually the one | 
that was consented to. The one I introduced was not the | 
initial one that came in as a kind of charge. This one | 
that was signed by all parties. | 

Now, the will Senior Mr. McDonnell's will didn't 
zeeak about the funds wouid be kept in the company, it was 
could be kept in the company. No matter how bad things are, 
the trustees are using their discretion if they kept it in 
when they knew or should have known that the company was 


| 
a 
going under. 
Lybrand, I guess he is still saying that the | 
l 
H 


SS 
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Exchange didn't know or suspect. I think the standard is 
know or suspect under Section 6 the facts. Lybrand certainly 
knew and suspected. If they are going to rely on them, they 
certainly get them good and bad, with warts and all. 

Jim's testimony was that they were losing two 
million dollars a month, as 1 remember. 

THE COURT: That is in the summer. 

MR. BEEBE: Yes. 

THE COURT: I think you stated earlier -- 

MR. BEEBE: $700,000 I mentioned. 

THE COURT: As far aS you were concerned this 
is no longer a Section 6 case after Jim gets in the act, 
which I take it is the Memorial Day weekend. 

MR. BEEBE: Sometime after that. As soon as he 
becomes fully apprised of things, it becomes more of a 
relation of a bad course of conduct case as far as our 


evidence is concerned. 


(Continued on next page) 
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About loss of profits, I believe there is ample 
evidence they were losing profits at a fast clip and losing 
5) money. They weren't getting any profits any more. This 
rich money tree was wilting. Maybe it was being eaten by 
the unicorn. 
5 Now, on Anna's testimony certainly we have 
disputed facts for the jury. A lot has come out about what 
the SEC approved or didn't siticisiaciee Mr. Loflin seeming to 
imply that the SEC thought everything that was happening 
at that time was just marvelous. 

| I would like to say there are public reports 
that have been printed and that are public documents, and 
they are the subcommittee -- a Study for the Special Sub- 
committee on Investigations of the Committee on Interstate 
and Foreign Customers of the House of Representatives, -- 
July 1971, entitled “Review of SEC Records of the Demise 


‘] 


of Selected Broker-Dealers,” known colloquially as the 
Demise Report. 

There is also the study of Unsafe and Unsound 
a ’ Practices of Brokers and Dealers, with a report and recom- 


mendations of the Securites and Exchange Commission, 


December 1971. That is known as Unsafe and Unsound. 


There is a report called "Securities Industry 


Study" of the Subcommittee on Commerce and Finance of the 
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House Committee on Interstate and Foreign Commerce, October 
4th, 1972. 

Finally, there is the very detailed study, build- 
ing on these and others, of the Securities industry, which 
involved hearings before the Subcommittee on Securities 
of the Committee on Banking and Housing and Urban Affairs 
of the United States Senate, which contains a report on 
self-regulation in the securities industry, and an appendix 
which I would -- 

THE COURT: Mr. Beebe, what are you urging these 
reports on me for? 

MR. BEEBE: Well, I submit that in the summary, 
as I heard it, the argument made at the end here and also 
a little earlier, there is some implication that seems to 
be floating in from outside the evidence in the case so far 
that there was some blessing, laying on of the hands of 
Washington as to all that happened. 

I submit it is - the contrary. There was no 
approval for what happened here. 

That concludes my remarks, your Honor. 


THE COURT: We will take about a five-minute 


(Recess) 


(In open court) 
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THE COURT: Now, it'is late and everybody is, 

I'm sure, tired about the ears. I am going to dismiss as 
‘to the American Stock Exchange. I will put my reasons on 
the record in the morning. 


I am going to reserve decision as to the New 


York Stock Exchange. 

I am also going to reserve overnight as to 
McDonnell & Company. 

Now, in terms of witnesses in the morning, I 
would think that alternatively the Stock Exchange ought to 
be prepared with a witness as well as McDonnell & Company. 
In other words, if I concluded it should not be in the case, 
_obviously McDonnell would have to go forward with whoever 
it chose to put on. So guide yourselves accordingly for 
7 the morning. 

| Mr. Stein, in other words, if you have witnesses 
that you are going to call I would suggest that you be armed 
with one. 

MR. STEIN: It had been our intention to put on 
our witness tomorrow morning as the first witness in any 
event. 

THE COURT: Very good. That solves that problem. 

So I will see all of you at 10:00 in the morning. 


I will see some of’ you at 10:00 in the morning, I should 
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more correctly say. 

MR. BEEBE: I don't know if it is necessary, 
but with all due respect may I note my exception for the 
record? 

WHE COURT: Certainly. 


(Adjourned to May 13th, 1975, at 10:00 a.m.)° 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 


{This page unnumbered and left blank] 


1643 


MARGARET MARY McDCNNELL MURPHY, et al. 
vs. 
McDONNELL & CO., INC., et al. 


May 13, 1975, 
10 A.M. 


(In the courtroom in the absence of the jury.) 

THE COURT: Good morning. 

MR. BEEBE: Gcod morning, your Honor. 

THE COURT: Mr. Beebe, let me address some 
questions to you which have troubled me. 

You say that Exhibit 86 is the capstone of your 
proof? 

MR. BEEBE: Yes, sir. I think the jury could so 
find. 

THE COURT: Well, tell me what the jury could 
so find from Exhibit 86. 

MR. BEEBE: I think a reasonable ‘man could infer 
from the pattern of inaction by the New York Stock Exchange, 
freighted with a aes deal of information about the 
capital and >perating problems, the bookkeeping problems, 
the delays in ability to complete their audits; their 
inability to make stock record accounts; that the exchange 
with all this knowledge and all the recommendations of 


their examiners to take action failed to act because it was 
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protecting its own. It was engaging in abnormal applica- 
tion of the rules in the case of McDonnell & Company and 
two other companies, Dempsey-Tegler and Blair & Company 
withcut disclosing -- wall, there are two parts that 

are wrong with that. One, their abnormal application of 
the rules, and we are entitled to normal application of 
the rules, and we are entitled not to have James McDonnell, 
ine is here also this morning, who was trustee of the trust 
that was involved, personally involved, and his mother »2zy 
not be here -- 

THE COURT: No, stick with 86. 

MR. BEEBE: Right. 

The point I am making, sir, is that their money 
was used to allow the company to stay alive. They were 
not given the quid pro quo which was normal application 
of the rules which the statute and Sloan and Hughes and 
Congress intended to give them as their protection. 

They also -- and I think 86 helps to prove this 
es the end of the line, is the final note in a long pattern; 

"it also proves, or, at least, the jury could find that the 
exchange had suspended enforcement of the rules and had 
not told them before they made their investment that this 
plan, this parkdenine program for the good of the cther 


brokerage houses was in place. 
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Now, it is one thing to have to discover that 
you have a unicorn in your garden and to act accordingly, 
but it's quite another when you have such a peculiar 
event going on that is a material -- and I think a unicorn 
is a nice friendly beast, but I would have to say that 
this is an unfriendly tiger that they discovered, and 
this is the proof of it, in their garden, and they did not 


tell the investors that they had suspended enforcenent 


of the rules or were making abnormal application of the rule 


a3 think that is just a polite way of saying 
they were not applying the rules for McDonnell & Company, 
and the jury could so find. 

That, in a nutshell, sir, is the major importance 
of 86, 

THE CQURT: Now let's go right to 86. 

I think that you are locking at the bottom of 
the page that has a heading "Practical Self Regulation," 
and under that the language: "The exchange found itself 
facing situations where normal applications of the rules 
could have,” etc,, ie 

Is that where you are looking? 


MR. BEEBE: And the carryover where it says there 


were three member organizations where that normal applicati on 


‘ 


of the rules could have had those effects, and there is I 


| 
| 
| 
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think a clear indication that a jury and any reasonable 

man could draw the inference that in the case ¢€ . McDonnel 

& Company they did not have normal application of the rules. 
I am also looking at the summery on the first 

page which we went through with Mr. Arning on Friday and 

his testimony along those lines. | 


THE COURT: Now, when do you contend on this 


an that a jury could find that there was an abnormal | 
application of the rules? When is the first time that 
there is support for a finding of an abnormal application? | 
MR. BEERE: I think that if you hark back to 
the recitation I did yesterday, the facts in evidence, 
and you look at this exhibit which is talking about a 
three-year pavtne ~- there is no question that this exhibit | 
goes back that far because it says -~ | 
THE COURT: No, I know that. I have already epeseht | 
about that possible inference from that sucht. but. E i 
reject it, because we have a specific record of what they did. 
So the question is when on this record do you have the 
first arguably abnormal application of the rule? 


MR. BEEBE: Yes, Sir. 


First may I say that I believe it is fair to say 
that a jury could infer from this plus the record, from | 


86 plus the wcord -- | 
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THE COURT: I would think it would be improper 
for them to infer that given the fact that we have a 
specific record of conduct and we have a profitable company 
into Octoher of 1968. I do not think we have any inoud 
whatever of what was keing done prior to that time except 
a period of restrictions as to which there is no showing 
that it was an inappropriate ruling. 

Now, where do you contend the first abnormal 
application is? 

And, Mr. Beebe, I want specificity here kecause 
we are getting down to an area that may very well determine 
which way I rule on the stock exchange. 

MR. BEEBE: Yes, sir, and I have specificity 
in great @etail. 

I start -- I do it from recollection -- with the 
fact that after 17 days of well placed restrictions that 
the exchange puts on and says they should bas kept on for 
the foreseeable future, it suddenly lifts them. It says 
you shouldn't g2 into expansion; the company dares go 
into expansion immediately thereafte:. 

It Says that you shouldn't have more registered 
agents; more registered agents come in. 

It says you should warn people specifically, and 


s 


directed Specifically McDonnell & Company that you should 
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not go into a computer conversion without great care and 


caution, and it's a very dangerous animal; and that's exactly 


what they cdo; they go into computer conversion. 

They promise that the computer conversion, that 
it would be completed in the July 4th weekend, and it is 
not completed, and it is not completed, and it is delayed 
ami delayed; and then as you go into the fall, and then on 
cueuii of specificity, sir, you find fails to deliver and 
fails to receive becoming astronomical ~e 

THE COURT: This period I don't feel to be 
relevant. 

You have a period where a great number of 
companies are faced with the sare sini the fails are 
high; the longs are high; the shorts are high, and yet the 
company is makinga profit; the company is in compliance 
with the capital rule as far as anyone can tell, according 


to their reports; and so going to the year 1968 I do not 


see any proof in this record from which a jury could conclude 


that there was a breach of discretionary duty to regulate 


Guring the year 1968. 


| 
| 
| 
| 


| 
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MR. BEEBE: If I may continue, sir, 
because I believe that the jyry could infer from the ace. 
as Mr. Schuette said and testified, that he was recommen- 
ding the imposition of restrictions through that whole 
period. 

THE COURT: He said late ‘68 -- I looked 
at that testimony lest night. He said late '68 or early 
‘69, and he then qualified to say late ‘68. He said 
that McDonnell already had restrictions and his 
recommendation _ that there be some more. That was not 
accepted by anybody else. 

MR. BEEBE: That's right. I think you 
could readily infer from that, from the arbitrage --— 

THE COURT: Wait. Just stick to the cates. 
We are getting down here through ‘66 and everybody is 
sitting around waiting for the Lybrand audit report to 


come in. 


MR. BEEBE: With all due respect, something 
happens before that. Something happens before the 
Lybrand audit. I'm not sure that on this record there 


is any proof that everyone else in the industry was 


suffering these problems. In fact, *'d again refer 


to 86, which says there were only three companies that 


‘ 


they had to do something special about. 


1659 
rdr2 
So it was not something that everyone was 
suffering. McDonnell was suffering it and McDonnell 
was in a special ~- especially bad situation. 


THE COURT: The very first pace of 86 
Says "105 firms at one time or another were on exchanade 
restrictions because of severe paperwork problems, and 
139 firms were monitored by the exchange in 1970 under 
the early warning surveillance proqram because of 
financial problems." 

These are general problems, as I see it, on 
this record. 

MR. BEEBE: I se@ that, siz, and I brought 
that out from Mr. Arning. It seemed to me 86 went on to 
say there eaieaebicues that were particularly bad. 

THE COURT: T am saying to you what is the 
first time that you claim there was an abnormal 
application of the rules to your client? 

MR. BEEBE: I have said that they should 
have reimposed on restric‘:ions and that it was abnormal 
that it was not reimposed. In fact it was very 
suspicious it was not reimposed late tn '6%. when 
Schuette, the man on the scene, the coordinator in 
charge of any operation was recommending it. Why was 


he recommending it? There was arbitrage problems. Those 
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arbitrage problems the company itself said could not be 
solved within the language of rule 325, so they went 
outside the language. The company said please solve 
this for us. The exchange lower people, doing their 
job, said we have to go to the SEC to get permission to 
do this and McKay said, oh, boy, let's do something else. 
And then the examiner notes why don't you get more 
capital? 

They didn't get in more capital on this record. 
What they did was they had an abnormal application of the 
rules in the arbitrage situation, they nea an abnormal 
application. 

When the answer to Mr Bishop's question, 
compare April to now, I think the jury could readily 
infer from the records and Mr. Schuette's testimony that 
the situation was as bad, if not much worse. In, fact, Mr. 
Schuette said so. He said it was Beterterating. 
Why didn't they reimpose restrictions? 

THE COURT: Is that a breach of discretion? 


MR. BEEBE: I fink if you have a pattern 


of it and you have an admitsion. This 8&6 is an 


acmission, sir. You have an admission that we did 
abnormal application of the rules. Certainly it's 


not following the rules. It's just a fancy way of saying 
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we did not follow the rules. That is what happened 
here. It happened with regularity. You look at the | 


| 
| 
| 
| 
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f 
4 
' 
| 
| 


whole pattern of events and it pushes way hack into 
1968. The charging memo recites facts going back that 
far and I think the jury could readily infer, sir, that 
October 31, 1968, was not a date when all of a sudden 


everything came crashing down and everything got worse. 


It was something that had built up. Tt Built up from 


the failure to convert the computers, the continuing 
expansion, refusal of the exchange to really clamp down 
on them or the failure of the ene or the negliqen¢ce. 
I'm not saying this is something heinous at that point 


that the exchange did but it was negligent. It was 


quite negligent in not acting and I think the Jury could 
so,find, and section 6 mandates action. 

You asked yesterday, sir, how long does a 
guy have to correct things especially shite there are 


. Operating difficylties. I said there has to be a reason- 


able standard. You can use the April 8th date as a frame 
of reference, the later dates as a frame of reference. 
But they didn't act and they should have acted. 
The record shows they weren't acting at 
that point and they certainly weren't acting in January 


when they should have imposed operation controls and 
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they didn't do so. 

THE COURT: Let's go to January. They 
immediatly in January, upon finding a capital violation, 
demanded more capital. So there was immediate 
action there. No question about that. 

Do you feel that it was a violation of the 
discretionary duty to wait on imposing or requiring 
cn ee restrictions by McDonnell until the exchange 
examiners had themselves ascertained what the 
picture was, because the Lybrand audit only gives 
finances. It doesn't give a status report on the 
inside of theoperations of the company. And until you 
get some idea of what's going on in the company you 
cannot idteriieant iw regulate. 

So upon receiving the Lybrand report a 


number of SEC people go in from mid-February to mid- 


° 


April and make a study of the company and issue a report. 


MR. BEFBE: Examiners ‘go in, not SEC. 

THE COURT: Examiners go in and issue a 
report, stock exchange people. 

Now, do you say that they should have been 
regulating before that report was completed? 


MR. BEEBE: Yes, sir, because I know there 


have been a lot of exhibits that have ome in and I'm 
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sure you have not had a chance to review them all. I 
didn't elicit endless testimony from Mr. Schuette as to 
what transpired earlier because many of the exhibits 
spoke-for themselves. 

From those exhibits, sir, it's very clear that 
the exchange knew a great deal of the a ean 
difficulties well before January. They really had 
reason to suspect the capital difficulties as well. 

You remember Mr. Bishop's little typewritten 
note on sidenibseah: Feb saying things are deteriorating 
badly? The exchange knew very well there were operating 
difficulties at that point. They should have been 
taking steps to do something about it. They didn't 
need to wait for any report. 

THE COURT: Wouldn't it have been inappropri- 
ate for them to have acted without knowing what was 
going on in McDonnell? 

MR. BEEBE: They don't have to wait for an 
annual report to act, sir. 


THE COURT: To impose restrictions? 


MR. BEEBE: Of course not, sir? 
THE COURT: They have to assure themselves 


in some way or other, either on the basis of McDonnell's 


own figures or their own investigation, otherwise they are 


ths sas oe iste 
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acting irresponsibly I would think. 


MR. BEEBE: The problem is, sir, they did 


have reports three times a year that their own examiners 


gave when they went in. Those reports and the 
information coming from McDonnell shows a rapidly 
deteriorating situation. It's not as if the exchange 
was even ignorant ahout the situation. They knew 
before Lybrand went in. They knew this. And they 
knew that there was a problem. What they did was they 
put Off the aiey Acheaniits really what happened. The ex- 
change said, let's wait, let's wait. 

THE COURT: Let me get some time frame 
here so that I have an idea. 

You say that the arbitrage decision was 
an abnormal application of the rules and that that was 
sometime in ‘68. 


. 


MR. BEEBE: Right, August, September. 


And the failure to reimpose restrictions or do something 


about operating problems is also abnormal. 
THE COURT: How did that affect your 


clients? 


MR. BEEBE: If they had imposed -- before I 


get to that can I just say one thing about your 


question if a guy should go in and do a thorough 
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investigation before he imposes restrictions. 

THE COURT: {['m not saying that but I am 
saying they have to know what's going on in a company 
before they act. Otherwise it's an irresponsible act. 

MR. BEEBE: That's their whole function, 
is to go in and find these things out. 

THE COURT: On this record what is the proof 
they knew or should have known? 

MR. BEEBE: The exhibits and Mr. Schuette's 
testimony show _— clearly the deteriorating situation 
in '68.. The charge memo says the same thing. 

Now, even the eaunee of the restrictions; sir, 
I think you will find was a questionable -- 

(Pause) 

THE COURT: Mr. Beebe, let me ask you this: 
When you get down to saying they should have put on 
restrictions in the fall of ‘68, does this record show 
either what restrictions ought to have been imposed or 
what effect that would have had upon your clients? 

MR. BEEBE: I think, sir, that when you 
get down to the particular restriction that should 
hav e been imposed, the particular fine, the particular 
suspension or oe that should have been done, ve 


question becomes for the jury what would be reasonable to 
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ao in the circumstances? They have all the rules in 
front of them, they have other acts that the company was 
subjected to, other controls that the exchange imposed. 

From that they can infer that what they 
should have done is something reasonable and measured, 
under the Dempsey Tegeler or any testimony one would.like 
to impose, a meaSured response to the situation. 

The point I wanted to make further in respons 
to your question earlier, that to simply go out and raise 
money from our people is not measured, it's unbalanced. 
it's unfair because it*s taking from one, our people, 
without doing the second half, without filling the hole, 
without taking steps to actually correct the problems, 
and they date done it earlier. They hadn't dis- 
closed to our people earlier before we came in that the 
exchange had embarked on this program of abnormal appli- 
cation of the rules. ’ 

A jury can infer that, and I think it's quite 
clear from the record that that indeed is what happened. 

It's the truth. 

THE COURT: Well, Iiam going to continue 
to reserve decision on the stock exchange's motion. 

This is a very troublesome question. I shall have to 


continue to grapple with it because I'm not sure you are 
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right, Mr. Beebe. But in the interests of taking our 
case forward I am going to reserve decision on the stock 
exchange's motion at this point. 

Mr. Stein, I am going to reserve decision 
on your motion as to Anna McDonnell, which I find to be 
a very close question frankly. I want to address more 
of my thought to that. 

I would deny the motion as to the other 
three, and the $79,000 of stock is not addressed to you, 
so that's not a pincalidiet. 


MR. STE*N: So I understand. 


THE COURT: Let's ao forward with our 


proof. 
Bring in the jury. 
MR. BEEBE: Sir, before we get the jury 
could we have an offer of proof as to what Mr. Stargqatt is 


going to say since he wasn't there at the time? 


THE COURT: I don't see any need for that. 
MR. STEIN: That strikes me as an 
extraordinary procedure. We have been hearing from 


witnesses for the last week and a half. 
THE COURT: I don't see any need for that. 


MR. BEEBE: He wasn't there at the time. 


THE COURT: Let's see what the proof discloses. 
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s «+ BREBRE: Sir, I have a citation of 
cs authority on the question I mentioned or thepoint I 
mentioned at the beginning of yesterday's argument 
about when the defendant puts in evidence. At some point 
I can give that to your clerk. 


TH 


ty 


COURT: Let me ask you this, because 

I have been considering this this morning. I don't want 
to get into a long answer because the jury is waiting 

to come in. But in terms of the sheer failure to 


reguiate, what is your claim of proximate cause as 
g ¥ 


to that prior to the time this is put in? Putting to 


one side now the misrepresentations. What about the 
proximate cause? 

MR. BEEBE: Before our people come in it's 
very clear that if the regulations had been imposed, 
either, A, the company would have been Neila ia or 8, 
our people would.have been notified there were restric- 
tions imposed. 

THE COURT: There were self imposed 


restrictions. 


MR. BEEBE: They weren't notified of that. 
THE COURT: Secondly, is there any proof in 


this record that the company would have been healthier -- 
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well, there is no proof in this record that the stock 


exchange -- that anything they would have done would 
have made a difference. 


MR. BEEBE: I think we are splitting hairs. 
If nothing they would have done woula have made a 
difference, our people should have surely known that 


Fact. 


THE COURT: There is no proof the stock 
exchange had done this or that, and if they had 
done this, X, Y and Z would have followed. There is no 
‘testimony to that effect, is there? 
MR. BEEBE: The testimony is to the 


contrary, that they didn't do this, therefore, A, B and 


C followed. 

THE -<COURT: Isn't there aregquirement that 
if they had done X, there would have heen a different 
picture and would ‘ich affected your client in a particular 


way? 


MR. BEEBE: I think the jury can come to the 
conclusion from the evidence that they should have done 
something positive or alerted our people that nothing 
positive was possible. 

I would like to add to the list of omissions, 


sir. We had six yesterday. The seventh is the voluntary 
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restrictions which weren't told to our clients either. 

THE COURT: Could the jury conclude from 
this record what the exchange ought te have done and what 
effect that would have had on your clients? 

MR. BEEBE: I think all. they can conclude, 
your Honor, based on this record is that the exchanace 
didn't do anything to improve the situation when they 
should have. The jury can, from the rules and from the 
actions the exchange took elsewhere and from the 
recommendations of the exchange examiners, infer there 
were many steps the exchange could have taken to improve 
the situation, to impose the restrictions, and the 
exchange did not do so. 

Also from 86 and other testimony they can 
infer that the reason -- 

THE COURT: But there is nothing to the 
effect that would have had. 

MR... BEEBE: They can go into the reason 
the exchange suspended the rules had nothing to do with 
bona fide natn the good regulatory hat at all. 

It had to do with Exhibit 86, the self interest hat. 

THE COURT: We are agreed there is no 

testimony of what the exchange should have done. 


MR. BEEBE: Yes, there is, sir. I beg your 
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imposed restrictions. 
THE COURT: Not what restrictions, nor is 


there any testimony as to what effect those restrictions 
would have had upon your client either in terms of 
responsibility or damages. 

MR. BEEBE: I think the jury could infer 
that it would have improved the situation and can 
also infer that our clients -- it's clear our client 
was not informed. 


THE. COURT:. ALL xy2qkht. Let's get the jury 


in. 

(Jury present) 

THE -COURT= Good morning, ladies and 
gentlemen. We' have heen busy with matters of law 
since 10 yesterday morning. We went until abou 


quarter past 5 last night and we have been going for 
half an hour this morning. 

In that connection I think it fair to say 
at this point that you do not see Mr. Loflin at the 
counsel table because as a matter of law I have determined 
that there are no issues to submit to you with regard to 
the responsibility of the American Stock Exchange. So 


they are no longer before you and you are not to cive 
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any consideration to them in any way. 
‘> 
You are not to speculate on the whys and 


wherefores. You will put that completely out of your 


All right, go ahead. 


MR. STEIN: Mr. Stargatt, please. 


mind at this point. 
| 
| 
| 
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BR. Cc Ms STAR G A T..o, Called ae a witness, 

having been duly sworn, testified as follows: 
DIRECT EXAMINATICN 
BY MR, STEIN: 

Q Mr. Stargatt, would you give your residence 
address, please? 

A I live at 4602 Bedford Boulevard in Wilmington, 
Delaware. 

Q Could you briefly describe your professional 
background and current business affilistions? 


A I am a lawyer. 


ZT attended the University of Vermont Undergraduate 


Schoo] 2ceived a Bachelor of Arts degree there: went to 
Yale Law Scheol; graduated there in 1954. 
I went into the service for a couple of years. 


I practiced in Washington before I went into service; 


decided to settle in Wilmington, and = have been practicing 


law there ever since. 

I am admitted to the bar of this court. I was 
from New York originally, and took the New york bar when 
I got out of law school. 

I am admitted in all the courts in the State of 


Delaware: the District of Columbia, the United States 


I am a Fellow of the American College of 


ST STIL | 
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charge of any operation was recommending it. Why was 


he recommending it? Tiere was arbitrage problems. Those 


im tlt, than ti 


Trial Lawyers. 

Q Are you a member of any law firm? 

A I am a partnerin a law firm named Young, 
Conaway, Stargatt & Taylor in Wilmington, Delaware. 

Q lov Mr. Stargatt, are you at all acquainted 
with the affairs of the now defunct brokerage firm of 
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McDonnell & Company? | 


A Indeed I am. 

Q Could you describe how you happened to have \ 
obtained such familiarity? | a 

A Yes. ' 


On April 5, 1971, I was appointed by our Delaware | 
Chancery Court, which is a state court similar or net Sarthe | 


functions in some way similar to the functions Judge Owens 


performs ee tO serve as receiver for McDonnell & 
Company. 
t was an equity receivership. That is sort 

of a state court bankruptcy proceeding for a Delaware 
corporation which McDonnell was. 

Continuously since April 5, 1971, I have served 
aS receiver for McDonnell & Company. 

MR. STEIN: Your Honor, at this time I wih to 
offer in evidence what has been pre-marked Receiver Exhibit 


» 
* RE 


C for identification, and it consists of a certified copy 
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of the order which the witness has just described in his 
testimony; and since it is certified I believe it can be 
offered. 

MR. BEEBE: I would simply say that I stipulate 
that this man is the receiver. We don't need this exhibit 
to do that. 

THE COURT: Does that satisfy you? 

MR. STEIN: Just the same, the document does 
contain some embellishment. 

THE COURT: It may be received. 

(Receiver Exhibit C received in evidence.) 


BY MR. STEIN: 


Q Now in connection with this receivership insolvency 


proceeding, do you report to any supervisory authority? 

A In a way. I am sort of an agent of the Delaware 
Chancery Court. It is not sort of an employer-employee 
Situation, but T.am.a fiduciary, sort of a fancy word for 
a trustee, who serves subject to the court's supervision 
and orders, and in that sense I do report to the court. 

Q Can you just Gescribe briefly, as trustec, 
whose interest do. you represent? 


MR. BEEBE: Objection. Calis for a legal con- 


Beolusion, and I don't know -- 


THE COURT: Sustained. 


| 
1 
{ 
| 
| 
| 
| 
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I assume he is a trustee in reorganization of 
the corporation. 

MR. STEIN: No, your Honor, I think he cald 
explain the interest that he represents, which are facts, 
not conclusions of law. 

MR. BEEBE: I believe they are conclusions of 
law. That is a trustee for a certain trust or a certain 
receiver or a certain company, I think -hat speaks for 
itself. 

MR. STEIN: Let him answer the question. Let's 
out who he is trustee for. 

TE.CQURT: Well, all right, go. ahead. 


A My responsibility is to the creditors of 


McDonnell & Company. My job is and has been over the past 


four years or so-to try to collect as much money as I can 
to assemble an estate for the purposes of paying off 
creditors and identifying who the — creditors of 
McDonnell are and, causing then to be paid. That is my 
only interest as receiver, to try to accumlate an estate 
and identify and ultimately, hopefully, pay the bona fide 
creditors of the corporation. 

Q Are there any administrative duties that you 


are reruired to perform? 


A Yes. Administratively -- I suppose you could Say 
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administratively -- we have had the job of identifying 


claims and causing them to be paid. 


Q And have you set out procedures to that end? 
A We have. 
Q And could you just describe briefly how these 


procedures are set up, whether it involves categories of 
any kinds of claims and how these things are dealt with? 

MR. HEEBE: Your Hcenor, excuse me, I would object 
to this line of questioning. 

May we. approach the bench on this? 

THE COURT: All right. 

(At the side bar.) 

MR. BEEBE: I don't know where Mr. Stein is 
going but he seems to be leading to the allowance and dis- 


allowance of the'claims down there. No inference could 


| 


| 


be drawm from that, and I think the jury should be instructed 


that no inference can be drawn from the allowance or 
disallowance of claims in another court. The only reason 
our clients even mentioned the efforts that they made later 
on to collect this is to show that they took good faith 
steps to mitigate their damages. If this receiver fund had 
paid them, of course that would have mitigated our damages. 
If ‘a special trust fund had paid them that would have 


mitigated our damages. There are a lot of ways that one 
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cou’ d have mitigated damages, but they did not succeed. 
This is a lot of self-serving statements. | 
THE COURT: What is he going to say? ) 
MR. STEIN: There was an attempt by James 
McDonnell to mislead the jury into the belief that he had 
a claim that was allowed, and it just wasn't paid, and he 
was somehow Singled out for adverse treatment. That is 
— inference that I think flows from Mr. McDonnell's 
testimony, and I think I have got a right to explain and 
have the jury made aware of the facts here and how a 
receivership operates and what a receiver gets in the way 


of books and records and how he deals with the claims of 


creditors, and there are categories of claims, and where 
he gets his pecnaniae from. I am leading to a foundation. 
I think the jury’ should know that this a proceeding that 
is supervised; that the receiver is a fiduciary and he has 
no axe to grind, and that he is sil to discharge 
the fiduciary capacity in dealing with the claims of McDonnell 
& Company. | : 

MR. BEEBE: Can I answer that very succinctly, 


sir? 


ae oo ere + sent 
© ener enema eennaeoneman 


There are two aspects here that trouble me a 
good deal. One, this man is being set up as a paper, a 


Straw opponent whom he then is going to knock down, a straw 
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opponent, that there are some incredible inferences were 


apparently being drawn which were never intended on our 


Side at all. The only reason we introduced anything about 


a receiver is to show mitigation. He made a claim. pH 


Was not allowed. 


The adler thing that is to me very troublesome-- 


THE COURT: I am puzzled as to how that would 


show mitigation of damages when you didn't get anything. 


MR. BEEBE: We attempted to mitigate. Then the 


argument can't be made, why didn't you go down to Delaware? 


Well, we did. 

But the second part -- and this is why I want 
an offer of proof -- he equated himself to the limit. 
said he was a Sudan just like yourself -- 

THE COURT: He didn't say-that. He said the 
state court in Delaware had appointed him, and it was a 
ehnte court that had functions much as this court has. 
That is what I understood him to Say. 

MR. BEEBE: I heard him setting himself up as 
a judge who passed judgment on whether the claims were 
valid or invalid. 


So then when he goes on to testify and say "I 


allowed or disallowed something," this is highly prejudicial 


to the jury, because they are going to be thoroughly confused 


| 
| 


| 
| 
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They will say this has been disallowed somewhere else. 

MR. STEIN: Isn't ‘that what cross-examination 
is for? 

MR. BEEBE: I would say that is so prejudicial, 
sir, and it has nothing to do with the facts in this case-- 

THE COURT: I think you have a point there, Mr. 
Beebe. 

Let me ask you, Mr. Stein, was the claim dis- 
allowed? 

MR. STEIN: The claim was allowed that-- some 
of the claims have been allowed as subordinated lenders. 


These were made as general claims against the estate. In 


some cases portions of the claim were allowed as subordinated 
lenders. Other portions were allowed as stockholders. 
Qne of Mrs. McDonnell's claims for $903.50 is, a public 


customer claim. 


. 
e 


The record here as it presently witha on 

James HcDonnell's testimony here, I think it is very easy 
for the jury to arrive at the inference that somehow 

Mr. McDonnell was singled out for shabby treatment, and I 
have the reference here, and I think this is very prejudicia’ 
to the receiver. 

Mr. McDonnell was asked whether or not he 


' 


filed a claim. The question was at page 277 of the 
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transcript. 

"Q Yesterday at the beginning of your testimony 
we Marked as Exhibit 15 a claim that you made to the 
receiver in Delaware cf McDonnell & Company for the 


value of your 300 shares. 


Did there come a time when youreceived anything 


out of that claim? 
"A Any money? 
"O Yes, it says claim for $20,718. Did you receive 


all or any part of that? | 


"A No, sir, nothing.” 

Now, I tried to askhin mcross-examination 
about the treatment of his claim, and he professed ignorance, 
and at that point I believe your Honor suggested that we 
try to deal with’ this in some other fashion. 

THE COURT: i The problem I see, Mr. Beabe, is 
that you may have opened the door by asking these questions, 
because the mitigation question does not really come into 
this unless it is raised by somebedy, and it didn't have 
to be raised. 

MR. BEEBE: Maybe something he said qn put 
the whole thing to rest. He said he reads an inference 
from that that our man is singled ot. Why not just ask 


the witness, and I won't object to that question. 


slhl10 
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MR. STEIN: It gets worse, because On 288 of 


the transcript on the debenture claim Mir. Beebe asked his 


client: 


"© 


Now, the claim which we marked as ll in evidence 


yesterday was a chim for $318,622.97 plus interest; is 


that right? 


aa 


i 2 


Yes, sir. 


And how much did the receiver, Bruce Stargatt, 


allow in Exhibit 19B when he allowed this claim? 


"A 
a 
"A 
"Q 
"A 
"Q 


tn 


The whole amount, sir. 


That is what? 


$318,622.97, 


Did he pay it? 


iO, Siz. 


Did he ‘pay any of it? 


No, sir." 


MR. BEEBE: That is exactly what I said. 


MR. STEIN: The inference from that is that the 


family, Mr. McDonnell's family, is singled out for shabby 


treatmant. 


MR. BEEBE: If he thinks that is the inference 


he can ask that question and put that inference to rest. 


X think it is a paper 


MR. BROOMS: 


SOUTHERN 


iv 


tiger he is setting up. 


I think the way the record now stands 
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has an adverse effect on my client as well because it 
stands as if that claim was said to be valid by somebody 
and now it has just not been paid. That is not the fact. 
There is an explanation that goes with it. 

THE COURT: I fear I must overrule the objecticn. | 


(End of side bar discussion.) 


THE COURT: Mr. Beebe, don't you think I should | 
make an appropriate limiting instruction at this point? 

MR. BEEBE: I was just thinking, sir, that would 
be very much appreciated. 

THE COURT: Ladies and gentlemen, there is going 


to be adduced before you certain proof about McDonnell 


Delaware receivership about which you have heard a little 


family claims that were made before the receiver in the | 
| 
bit here, | 


This is being offered on a question of the good 
faith of the parties and to explain more fully a matter 
that was first raised by Mr. Beebe on direct examination 


of an earlier witness, to put the matter in a complete 


setting as to what happened to these claims. 
I want to caution you that in no way is any 


decision by anybody, acting either as a receiver or under 


way to have any binding effect upon you or any advisory 


PEELE TEST EINE YI Eee ME LE RE Te a IER ws hla et and: Fh SE Ee 
eee SO HRT TA TLE NSLS YO OE CEPT ST ATRIOS be in —— : sy 
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his direction or supervision, no such decision is in any | 
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effect upon you in any decision that you are to make. 


In other words, whether a receiver did or did not 


do something in a Delaware preceeding with regard to any 
of these claims has no bearing whatsoaver on your fact 


finding task. 


tl Your fact finding task is fresh from the beginning 


as you sit here, and it is to be made by you and the evidence 


| 
| 
| 
! 


on this record and it is not in any way to be influenced 
by anything anybody may have done in any other proceeding, 
and this evidence is not being admitted by way of guidance 
to you or suggestion to you or having any effect whatsoever 
on how you are to decide this case. 
Mr. Beebe, is there anything further you would 
like me to add along that line? 


MR. BEEBE: Not at this tine. 


BY MR. STEIN: 

Q I think, Mr. Stargatt, just before the objection 
you were asked a question as to how claims were dealt with, 
how they are categorized and how they are handled. 

Would you answer that question. 

A Yes. 

Let me say, to start off with, that the claims 


’ 


procedure is pretty well completed now except for loose ends 


| 
| 
| 
: 
| 
| 
| 


SOUTHERN DL 2ICT COURT REPORTERS. US. COURTHOUSE 


1676 
slhl3 Stargatt-—direct 


There were hundreds of claims by hundreds of people 


against the receivership -- against McDonnell, and therefore | 


against me as receiver for McDonnell. 

Subject to the court's direction after I 
got a handle on what was happening at McDonnell -- I 
knew nothing about it when I started off as the receiver, 
any more than anybody in the courtroom here knew about 
tiie before this accident -- from the books and records 
of McDonnell we were able to ascertain that moneys were 
owed or appeared to be owed td various people. 

We had a dual task: First, to figure out who 
the receivership owed money to, and, secondly, to figure 


out where the money was owed to the receivership. That 


second task has generated a lot of cash for the receivership, 


I think the record will show. 


In the claims procedure, trying to get people 


. 


paid whom the receivership owed money to, we sent out claims | 


forms to all of the veople who the books and records of 
McDonnell shoved McDonnell to be indebted to. 

In addition we published notices of the Wall 
Street Journal nationwide with respect to the McDonnell 
receivership, and inviting people who had claims against 
McDonnell which possibly didn't show up on the books and 


records, to come in and prove their claims 
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Those procedures, speaking generally, resulted 
in large numbers of claims being filed 

As they came in they were categorized in various 
groups. The first group were priority claims; these are 
claims that under the law that the receivership operates 
under were to be given not top attention in terms of time 
but were to get the first share of whatever the receivership | 
naenniapieli: 

In that category there was one very small claim 
that is of no real importance, a small wage claim, but 
there was one large claim by the United States Government 
for taxes, and by law they are entitled to get the cream 
off the top, and that claim was for about $717,000. 

Now, that claim is in contest. The receivership 
dces not believe that that much money is owed in terms of 


taxes, but until it is otherwise adjudicated that is a basic 


. 


a ee 


claim. 


The second category of payments were the general 
creditors of McDonnell. the paople who were either customers | 
who had net been paid out by the time the liquidator was 
finished with the. McDonnell situation, or people who had 
sold goods to McDonnell or rendered services to McDonnell, 


or brokers who McDonnell owed stock to at the time it went 


under, and those people were treated by me as a second 
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category after the priority creditors, because they are 
entitled to share in the assets after the priority claims 
are paid, 

Then came the subordinate creditors, and they 
were people who as the books and records of McDonnell show 


had lent money to McDonnell and agreed to have those 


moneys subordinated to other claims, like the claims of | 


general creditors. There were $6,000,000 or so in subordinate 
items, 

Then finally were the stockholders of McDonnell, 
peopb who bought the stock in McDonnell, principally family 
members but a lot not family members who came at the end 
of the line. So that theoretically if there were a ht 
amount of itil acs be generated, one would first 
at the priority claims and pay that off. Then pay off the 
general creditors and then pay off the subordinated lenders 
and then divide in accordance with their stock the money 
among the stockholders, 

Of course, if there were funds to achieve that 
result McDonnell perhaps never would have gone into re- 
ceivership; so that happy conclusion is not going to be 
reached in this receivership. 

Q You sunt mentioned family members. Was T. Murray 


McConnell been paid anything out of the estate? 


le 
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about Morgan McDonnell? 


Q you familiar at all with the name Thomas 
McKay? 

A I ame 

Q To your knowledge has his estate been paid any 
money out of the receivership estate? 

A Tt has not. 

Q Now let's talk a minute about the handling of the 
claims in this particular case, Mr. Stargatt. 

I place before you certain trial exhibits; if 
you would be good enough just to look at them, Plaintiffs’ 
Exhibit 8, Plaintiffs’ Exhibit 11, Plaintiffs’ Exhibit 12 
and 15. You may use them to refresh your recollection. 

Are you familiar with any of the claims that 
are before you? 

A I have seen all these papers that have been marked 
now as exhibits. ‘They were filed with receivership. 
Q Can you state how each of these claims have 
been handled by the receivership? 
A Yes. 
These claims have all been allowed by the 


receivership, but allowed in categories that the McDonnell 
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books and records, respecting your Hcnor's ruling, without 
respect to this case, show that they kelong in -- 

Q Let's see if we can make that a little clearer 
for a second, Mr. Stargatt. The Delaware court has not 
ruled on any of these matters, has it? 

A I. fave ruled on these matters. The Delaware court 
has not. 

THE COURT: Well, in your capacity as a trustee 
you make certain determinations. Put it that way. 

THE WITNESS : Yes. I was not intending to use 
the word "ruling"inartfully because I do have a duty 
statutorily of ruling, so it is not simply an informal de- 
termination. 

THE COURT: No, I didn't mean any informality. 

BY MR. STEIN: 

Q Let me just start with Mrs. Murphy's claim. 

A Her claim I note from Plaintiffs’ Exhibit 8 
is in the approximate amount of $376,000. That claim I 
believe was allowed in its entirety. I den't have the 

. rulings; they are not attached to the claims, but as a 


subordinated lender. 


Q Could you just refer now to the claim of Anna 


McDonnell? I believe that is Plaintifs' Exhibit 12. 


A Yes. Plaintiffs’ Exhibit 12 shows a claim for 
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$933.50 and a claim for $1,400,000. 


The claim for $933.50 was a claim like any other 
claim of a customer of McDonnell. irs. McDonnell, James 
McDonnell's widow, had a small account with er & 
Company at the time the receiver was appointed, like lots 
of other people did, and so far as that amount is concerned 
she was accorded general creditor status. Her claim was 
aiiniwed., but the $933.50 part of her claim was put in the 
Same category as all the other general creditors. 

With respect to the $1,400,000, my recollection 
is that that was divided into two parts, and that e portion 
of that claim -- I could be in error about this -- that 
both parts were subordinated. I think part of it was 
allowed as a diordinaied lender and part of it as a stock-— 
holder. I think it was so categorized. 

I might say the only claim in the group you 
have given me that was accorded general eeatiens status 
was the customer account that “rs. McDonnell had. 

Q Could you now refer to the claim of the two 
trustees, I believe that is Exhibit 11 before you, Mr. 
Stargatt. How was that claim handled? 

A This claim which amounts to 318,000 odd dollars 
I am sure was allowed as a subordinated claim, 


QO And finally, if you look at Exhibit 15, the claim 
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of Mr. McDonnell in his incividual capacity of $20,718. 
A That claim was allowad as a stockholder claim. 
Q Now, in arriving at these decisions did you 
have anything to guide you? 
A I don't know what you mean. 


Q Well, did you have any records or any information 


that was able to quide you in the determinations that you | 

on just made? | 

MR, BEEBE: I object. I don't. see the relevance 

of this. 

THE COURT? ZI will. overrule the objection.and 

let's see what the answer is. If it is inappropriate we 
will strike. it, 

A X had, of course, the claims themselves, and 


X had the books and records of McDonnell, and I had more 


than that? IT had at that time a pretty fair fix on the 


McDonnell situation. 


Q In your testimony a moment or two ago you mentioned 


handling claims as general creditor claims or handling claims' 
4 
{ 


"as subordinated lender status or handling the claims of 
stockholder status. What are the consequences of handling 


! 
of claims in those groups or those categories? | 


| 
| 
| 
| 


Rite aat 
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MR. BEEBE: Il ebject, your Honor. I don't 


see what this has to do with this case. I'm not sure I 


understand what the question is directed to. 

THE COURT: Do you understand the question? 

THE WITNESS: Yes, Siz, I think I do. 

THE COURT: Answer it. 

A Well, aS a practical matter the receivership 
has assets of about $1,700,000. That involves largely 
collections. We were ablt tofollow up on a lot of money 
that was owed to McDonnell. 

The government has a claim for $700,000, 
$710,000. That claim has yet to be adjudicated. But 
it really looks as though the government's claim, even 
if it were oe by the courts, would be paid. 

There are general creditors'claims acainst 
McDonnell, whose claims have been allowed of about 
$1,200,000 or so. Not including the nem that are 
in controversy here as general creditors' claims. 

There are other claims that are in litigation 


also. There are huge amounts of subordinated claims. 


I think about $14 million in subordinated claims, counting, 


for purposes of discussion anyway, the ciaims at bar as 


subordinated claims. 


That's the best I can Say. The prognosis 
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doesn't look qood for subordinated claims to he paid. 
It does look good for general creditors to be paid 
something, depending upon how much we have in terms of 
general creditors. There is just so much of the pie 
and it's so bia; how you chop it up is the question. 
2 One tast question, Mr. Stargatt. We ie 
talking about general creditors. Can you cescribe 
sia ine ay what the group of general creditors consists 
of? 
THE COURT: JI thought he had. 
A ft thank. 2 dad. 
THE COURT: I will sustain it. 
Q Maybe I missed it. I'm sorry. 
I lesa no further questions. 
THE COURT: Any cross-examination? 
MR. BEEBE: Yes, your Honor. 
CROSS ~-EXAMINATION 
BY MR. BEEBE: 

Q Sir, you mentioned Tom McKay in the answer 
to some questions about family members and his esate. 
Tom McKay is not a member of the McDonnell family, is 
he? 

A I don't believe I mentioned Mr. McKay, sir. 


I think I was asked whether any money had b een paid to 
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the estate of Mr. McKay, and I said there had been no 
money paid to the estate. But to my knowledge Mr. 
McKay is not a family member, to answer your question. 
@) Now, the claims that you allowed to the 
various claimants here also have not been paid; is 
that right? 
A There have been no claims paid by the 
receivership estate. Nothing has gone out of the 


receivership estate, save for the settlement of one 


disputed lawsuit that was paid with the Court's permission, 


there have been no payments, not to your clients or to 


anybody else. 


Q Is it fair to say that as long as our clients 
remain inthe subordinated lender categorv it's unlikely 


that they will receive anything out of the receivership 


estate? 


A IT would say that it's highly likely that if 


your clients remain subordinated they will receive 
nothing. And I would say that even in the unlikely 
event that there is more than enough to pay qeneral 
creditors, that really doesn't look like it’s in the 
cards but it's possible, the amount they received as 
long as they remain subordinated would be very 


small. 
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The other side of that coin is that if your 
clients are made general creditors, the amount that the 
other general creditors will receive will be much less 
because your clients’ claims by themselves exceed the 
total amount of all the other dozens and dozens of general 
creditor claims. 

.@] You are not here testifying as to whether 

or not our clients should be made ceneral creditors, 
are you? Because you don't know the facts, do you, 
of what dccurred before you came in in April S&S, 1972 
at McDonnell & Company? 

MR... STEIN: I object to the form. is if 2a 
statement or a question? 


MR. BEEBE: Tt's a question. 


THE. COURT: I will sustain the objection as 
to the form. 
Q Sir, do you know ef any of the facts, from 


your own personal knowledge, that occurred at McDonnell 


& Company before April 5, 1971, yes or no? 


A I have only the knowledge, Mr. Reebe, that 
you have available to you. I have knowledge -- 
2 Sir, I believe that calls for a yes or no 
answer. 


MR. STEIN: I think the witness was trying 


i 
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to answer the question the best he can. 


MR, : It calls for a yes or no answer. 

THE COURT: Mr. Stargatt, can you aver 
that? 

THE WITNESS: If the question personal 


knowledge means did I view any cf the events prior to 
the time of my appointment, I did not. 
THE COURT: Go ahead, Mr. Beebe. 
Q Sir, you testified that you put into the 
subordinated — category persons who, your words | 
were, lent money to the company. Did you treat those 


who lent their customer accounts as subordinated 


accounts as customers? Do you understand the question? 
A No. 
Q Were those people who lent their customer 


accounts, the stocks that were in their customer's 
accounts, to the company treated as customers, that is 


general creditors, in your categories? 


A No. Anybody who is -- 
Q The answer is no; is that correct? 
A I hope I understand your question properly, 


Mr. Beebe, but I think a word of explanation might make 


it clear. 


.@) I believe your attorney can clear that up on 
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COURT: No, let's have 


ean get it, if there is a concern, 


BEEBE: I believe some 
made and I am tryinc 
for him to answer 


MR. STEIN: I think that 
improper. 

THE COURT: The comme rts 
inappropriate. ‘pees have the questio 
(Question read) 

A No. But I would like, if 


your permission, to give a word of explana 
who executed subordination 
by the use of cash in rare 
and I'm sure I did if you noted down my words -- 
Q Money was 
A Money, 


the subject of the subordination agreement 


securities. 


and in order to 


corporation woul 


they would sometimes subordinate their accounts 


was securities, 


situations, 


the word, Sir. 


the valuables that 


These people had accounts witit McDonnell 


pick up extra interest 


d pay them, because 


really, that 12 


it differently 


statement 


of counsel 


agreements may have done so 


were 


ordinarily 


it wasn't cratultous, 


intended to be the focus 
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of my answer, I'm sorry if it wasn't. 
@) That was all I was trying to clear up, sir. 
A Thank you. 
Q Are you familiar with the New York Stock 


Exchange's special trust fund? 

A When you say familiar, I don't want to 
grapple with your personal knowledge question before, 
sii I certainly know about it like I know what happened 
at McDonnell. I have never seen the trust, never seen 
a report of the trust fund, but I certainly have qeneral 
awareness ah ated existence. 

Q Did the trust fund ever make a claim against 
the receiver? 

A Yes,,i¢. did. 

Q Yes, sir. 

And so in that respect you became familiar 
with the trust fund because they made a indies against 
your assets? 

A I became familiar with the claim of the 
trust fund and I had familiarity with the trust funda 
quite apart from the claim. 

) What was the basis as presented to you for 


the trust fund's claim against the receiver's assets? 
g 


A The best I remember, and you are qoing to have 
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to rely on my recollection, although the reports that 
have been sent to your clients detail this substantially, 
so if I am in error you, I am sure, can quickly correct 
.e. 

The trust fund had advanced to McDonnell 
something in the area of $8 million, if my memory serves, 


during the liquidation to help get McDonnell wound down 


and public customers paid. And they demanded or re- 


quested the return of that money, and the treatment of that 


money as general creditors of McDonnell. 


That was 
their claim. 
Q And what was the determination of the 


receiver when it put that claim in the package and put 
it in one of the categories? 

A Well, that can’t he answered in a sentence 
because it took some little while. To start off with, 
the claim was denied. The receivership eannaven 
claims against the New York Stock Exchange. There 
_were discussions between the receivership and the New 
York Stock Exchange. Those discussions gave rise to a 
written settlement agreement with the New York Stock 
Exchange which was presented to the chancellor for his 


approval and approved by the Court. 


The bottom line was that the stock exchanqdes 
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claim -~ 

THE COURT: Is this relevant here? 

MR. BROOKS: It seems beyond the scope of 
the direct testimony certainly. It doesn't seem 


relevant either. 


MR. BEEBE: I think it's relevant to the point 


that the trust fund, of which we have heard a good 
deal of testimony, the exchange's special trust fund, 
had a strong interest in the outcome of what happened 
at McDonnell & Company and actually played a very 
active role in what happened to McDonnell & Company's 
assets. Tt- had a self interest, if you will. 

MR. BROOKS: So what, your Honor? it 
doesn't shed any light on the issues of this lawsuit. 

MR. BEEBE: I believe we had two days of 


argument showing a good deal about that. 


THE COURT: I will overrule the objection. 


MR. STEIN: I join in Mr. Brooks's 
objection. I believe it goes beyond the scope of the 
direct examination of this witness. I would object 
to that. 

THE COURT: If the only objection is to the 


grounds of relevance, I will overrule it. 


Q You were saying the.bottom line, sir. 
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A The hottom line was that the Court finally 
approved allowance to the stock exchange's claim but ina 
subordinated category. They are like subordinated _ 
lenders. The stock exchange agreed to advance to the 
receivership $300,000-odd which was necessary to pay 
off the remaining public customers of McDonnell, who 


hadn't been paid off by the time McDonnell went under 


and they were identified by the receivership as a result 
of these advertisements, and so on. 

' The Stik exchange paid the receivership 
some cas’, maybe $30,000 or $40,000, and the stock 


exchange was put into a g-:: eral creditor category 


with respect to the $300,000-odd which was used to pay 


customers becausethe customers were general creditors 
and all the stock exchange was doing was swapping 
positions with pedi. 

Q You mentioned just now of the stock exchange's 
claim, one portion of that claim was put into a 
subordinated position. How did it rank vis-a-vis 
general creditors and subordinated lenders? Was it 
higher than the subordinated lenders? 

a I don't remember. I will say that -- 
THE COURT: There is no question, Mr. 


Stargatt. 
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Q How many McDonnell & Company public custc” 
were there when the company went into liquidation on 
or about March 13,1970? 

MR. BROOKS: Your Honor, I think that is 
within Mr. Stargatt's competence since he took over a 
year later. 

MR. BEEBE: He had access and studied the 
records and told us he studied them very thoroughly. 

He is perhaps the best man to answer it. 
THE COURT: Do you know? 

THE WITNESS: Well, it again depends on 
what you mean by public custecmers. There were a few 
hundred whose accounts were open in the sense that they 
were owed money by McDonnell or they owed money to 


.McDonnell. 


Now, I can't tell you during McDonnell's 


halcyon days of prosperity how many customers it had at 
that time but we.all know it was many thousands. 

Q I am talking afier those halcyon days, sir, 
particularly when you received a claim from the 
special trust fund for the monies it had disbursed, 
how many customers was it claiming that it had made 
Payments to? 


A I don't remember. 
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MR. BEEBE: 
cross-examination. 
THE COURT: 

questions? 

BROOKS: 
receiver. 

COURT: 

STEIN: 


THE. COURT < 
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I have no further questions on 


Mr. Brooks, do you have any 


I have no question of the 


Mr. Stein? 
I have no further questions. 


We will stand in recess. 


(Witness excused) 


Ps ois 
(Recess 


(in open. court? 


MR, 
Thomas Ford. : Mrs. 
STEIN: 
your Honor. 
COURT: 
BEEBE 
for a minute? 
28E COURT: 
(At 
MR. 


BEEGE: 


we were told that Mr. 


Lichstein will. do 


Your Honor, the 


Olney was coming first. 


jury present) 


The first witness will be Mr. 


the examining. 
The receiver 


Tests 


its case, 
All right. 


Could we approach the bench 


Yes. 


the side bar) 


problem 


t's 


important because we have been trying to get Mr. Ford's 
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diaries for the particular period in time that were 
used at his examination. Apparently he has them back 
at the office. We can't find copies that may have been 
furnished to uS, So we subpoenaed the diaries. The 
subpoena is returnable in 20 minutes. I don't think he 
can find them in the next 20 minutes. I think he ought 
to be examined after lunch so he has a chance to get the 
diaries. 

THE COURT: Is Mr. Olney here? 

MR, BROOKS: Let me speak to that, your 
Honor. These diaries were requested by Mr. Dubin 


during the deposition. They were furnished to both 


sides, copies of them were, by Mr. Ford. We have our 


copies. Mr. Beebe's subpoena was served five minutes 

ago when Mr. Ford walked into this courthouse. It was 

served as a Subpoena duces tecum and was served without 

a witness fee. They have the Nicosia. ‘If they have 
lost their copies we will furnish them. 

MR. BEEBE: As long as I have the copies 
before I have to cross, that’s fine. If he goes on 
right now there is no time. 

MR. BROOKS: He is a very busy man and he 


has accommcdated us. 


MR. BEERE: Could Mr. Olney also be excused? 
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We have been excusing these other reasons. 

MR. BROOKS: I do object on the general 
ground that the next witness should get some feel for 
the courtroom. 

MR: BEEBE: I think we have had this as a 
standing rule in this case. 

MR. BROOKS: Not your witnesses. 

MR. BEEBE: We would be pleased to excuse 


our witnesses. 


THE COURT: Let's put Mr. Olney in the back 


open court) 


THOMAS “2 6 8. Dy called as a witness 
by the defendant New York Stock Exchanaqe, being 


first duly sworn, testified as follows: 


DIRECT EXAMINATION 
BY MRS. LICHSTEIN : 

Q Are you appearing here today pursvant to 
subpoena of the New York Stock Exchange? 

A Yes. 

Q In accordance with your deposition in this 
action, which was taken by the plaintiffs sometime, I 


believe, in 1973, did you produce for plaintiffs all of 


rdr Ford-direct 
your diary entries dealing with McDonnell & Company and 
all documents in your possession dealing with McDonnell & 
Company? 

A Yes, I did. 

Q Mr. Ford, out in the hall just now did you 


receive a subpoena from plaintiffs to appear in this 


action? 
A Yes, it was just handed to me. 


MRS. LICHSTEIN: The subpoena handed to Mr. 


Ford by plaintiffs calls for two cateqories of -- 


THE COURT: I want to hear your direct 
examination, Let's see where that subpoena becomes 
relevant. 

QO Mr. Ford, what is your occupation? 
A I'm a lawyer. 

Where are you 4 lawyer? 

In New York City. 

Do you work with a law firm? 

Yes, I do. 

What is the name of the law firm? 

Shearman & Sterling. 

And where does Shearman & Sterling have its 


’ 


It has an office at 53 Wall Street, 399 Park 
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Avenus, one in Paris, one in London, one in Algiers. 

Q How many attorneys work with Shearman & 
Sterling, Mr. Ford? 

A 230, I believe. 

Q Are you a member of the firm of Shearman 
Sterling? 

A Yes, I am. 

Q For how long have you been an attorney? 

A Since 1947. 

Q And have you been with Shearman Sterling 
all of that time? 


A Yes, I have. 


Q Where did you go to law school? 


A I went to Harvard. 

Q Do you have any particular backqround in law? 
Do you specialize in any area of law? 

A Yes. I primarily am a tax lawyer. 

Q Are you in charge of any particular departments 
at Shearman & Sterling? 

A I'm in charge of the individual clients 
department. 

Q Could you explain what the individual clients 
department is, please? 


A Well, we represent -- we handle matters for 
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clients that are not publicly owned corporations, such 
as individuals, foundations, closely held corporations. 
Q What types of legal matters woulda you handle 
for individuals or foundations? 
A Pretty much everything, Starting with the 
tax laws. Of course, the charitable foundations 
laws aer mainly tax; corporate, wills, trust, estates; 
general type co practice. 


Q In accordance with your practice do you have 


many opportunities for personal meetings an@ conversations 


with your clients with regard to their legal problems? 
A Yes. 
Q Mr. Ford,. @id, Shearman & Sterling ever 
represent McDonnell & Company? 
A Yes. 


e) For what period of time? 


. 


“ 


A I really don't know but for a long time. 
incorporated McDonnell & Company when they started. 
represented them before that. We represented them 
until the time they, I guess, were put in receivership. 

Q Did you personally have any function with 


regard to the McDonnell & Company account at Shearman & 


Yes, I handled the. account. 
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Q And what would the nature of your duties 
be in handling the McDonnell & Company account? 

A Mainly it was to handle any problems that might | 
come up. Because I was a tax specialist, things that 
‘Sencived the securities business were delegated out to the 
people in the corporate department. I didn't personally 
handle the securities end of the business. 

Q So it would be fair to say there were other 
lawyers in addition to yours at Shearman & Sterling 
who were eer McDonnell & Company on a business 
basis? 


A A large portion of the firm from time to 


time have worked on McDonnell's problems. 


Q During the 1960's dud you and Shearman & 
Sterling represent anv members of hte McDonnell family 
personally? 

A Yes. We represented Mrs. McDonnell, Mrs. 
James McDonnell.- I would think that was progahbly the 
only other one member of the family. 

Q Did you personally do any legal work for 
Mrs. James McDonnell? 

A Yes. I prepared a will for her. 

MR. BEEBE: Could we make it clear that 


Mrs. James McDonnell is who we have heen calling 
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Mrs. Anna McDonnell, 

THE COURT: Yes. 

MRS. LICHSTEIN: Who is the plaintiff in 
this action. 

Q So you prepared a will for Mrs. McDonnell? 
A I think I prepared several wills over the 
years. 

MR. BEEBE: I believe we are getting into 
privileged areas and uniess there is a waiver by the 
client, which ee that testimony by a lawyer acainst 
his former client is privilesed. 

THE COURT: As I recall, the privilece qoes 
to a communication and we haven't gotten into any 
communications. 

MR. BEEBE: We are trespassing close. 


I will stay alert. 


THE COURT: When you think that line is 


crossed you let me know. 

MR, BEERE: Yes, sir. 

THE COURT: Mr. Ford, the same applies to you. 
You were the attorney representing the client. ‘Ga 
you feel that there is a privilege at some pnint in 
connection with your representation, you speak up. 


Q Do you recall having done any leqal work for 
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Mrs. McDonnell in addition to writing a will for her? 

A I really don't recall. 

Q Mr. Ford, I believe that you testified in 
your deposition something to the effect that you had 
worked with Mrs. McDonnell on trusts, wills and problems 
of a personal nature. Would that refresh your recollec- 
tion at all as to the types of legal dealinds you 
alae have had with Mrs. McDonnell? 

A I believe, though again I don't know where 
the privilege provision applies here, there may have been, 
and I think there probably were, trusts along with the 


wills. 


Q During the period of time when you were 


doing work with Mrs. McDonnell, did you have opportunities 
to speak with her? 

A Oh, yes. 

Q About how frequently would ine speak with 
Mrs. McDonnell during the 1960's? 

A I really can't say. But I would see her, 
I would think, a minimum of a half dozen times probably in 
a year. 

Q A minimum of half a dozen timea a year. In 
your discussions with Mrs. McDonnell did you ever meet 


with her socially? 


Ford-direct 

A No. 

Q Dida there come a time during the 1960's 
where you had a meeting with Mrs. McDonnell with regard 
to subordination of her account at McDonnell 5 compiainy? 

A Yes. 

Q Do you recall when that meeting occurred? 

A No, I don't. 

Q paar McDonnell has testified in this action 
that he be. .eves that he attended a meeting with vou and 
with Mrs. McDonnell in about 1962. Would that at 
least be an appropriate time reference for you? 

A It's very difficult for me to remember back 
13 years. My diary notes, which I have furnished you, 
ought to help 6 that, I would think. 


Q I believe that the diary notes don’t go all 


the way back to 1962. But anyway, do you recall where 


this meeting took place? 

A Mrs. McDonnell's apartment. 

Q To the best of your recollection who was 
present at this meeting? 

A James McDonnell, Bob Aaronson, who wes the 
accountant, and Murray McDonnell. 

Q For whom was Bob Aaronson the accountant? 


A I think he was the accountant for the company 
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as well as the members of the family. 

Q What was the purpose of this me ting at 
Mr. McDonnell's apartment, Mr. Ford? 

A Well, my recollection is that Mrs. 
was planning to subordinate 
McDonnell & Company, and we went up there to explain to 
her exactly what this meant and 
involved in doing such a thing. 

Q Did you participate in this discussion with 
Mrs. McDonnell? 

A Yes, I did, 

Q Do you recall explaining to Mrs. McDonnell 
what the risks were attendant to subordinating an 
account at McDonnell & Compan 


MR. BEEBE: Object to the form. I believe 


it's leading. I believe a lot of the questioning is 


leading. Why don't we just ask the witness what 


he recalls telling and what he recalls being told. 
THE COURT: Let me hear that question back. 
(Question read) 
THE COURT: I will overrule the objection. 
You may answer, sir. 
A I don't remember anything specific that 


? 
anyone said but I remember the meeting lasted quite a 


rdr Ford-direct 
while and there was a continual discussion by all 
parties about -- 

@) About subordination? 

A Yes, what it meant. 

Q During this meeting did you form an opinion 
as to whether Mrs. McDonneil understood the discussion 
that was occurring? 

A Yes. 

.@) Can you tell us on what you base your 
opinion that ee, -- 

MR. BEEBE: Objection. I don't believe 
the opinion of counsel for Mrs. McDonnell as to what he 
felt someone else felt at some meeting is at all relative, 
probative and in fact would be <- 

THE COURT: 

MRS. LICHSTEIN: Yes. 

May I have the question? 

(Qzestion read) 

MRS. LICHSTEIN: XY will seratch that question 
and start off again. 

Q On what facts did you base an opinion as to 
Mrs. McDonnell's understanding of the discussion that 
had occurred? 


A Well, Mrs. McDonnell is a very intelligent 
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woman. It was explained to her very thoroughly as to 
what she was doing and what the risks were. 

Q And it's your opinion that Mrs. McDonnell 
had an understanding of the nature of subordination and 
‘what the risks were? 

THE COURT: YT'll sustain the objection to 
that. 

id Mrs. McDonnell ask any questions at this 
meeting? 

A I don't recall. 

Q Mr. Ford, do you remember having any 


communtcations or conversations with McDonnell & Company 


about the New York Stock Exchange rule 325 capital 


requirement? 
remember having conversations. 
me? 
‘smember having conversations from 
time to time. 
Q Do you remember when these conversations 
took place? 
A There is no way I can pinpoint any dates. 
.@] Mr. Ford, in your deposition, in which you 


went through teh diary entries the. v ’ 4 regarding 


McDonnell & Company, there was a diary entry for 


rdr Ford-direct 
January 29, 1969, re a conference at McDonnell & Co. 
about 325 requirements. 

Do you have any specific recollection of that 
meeting at McDonnell & Company? 

A No, 1.don'¢€. 

Q Mr. Ford, your diary entry reflected that 
this meeting took place for three hours. Can you explain 
to the jury how you account for your time? 

A Well, as a lawyer we every day put in time 
slips so that ee the number of hours that we 
Work tO 4 particular client. We may work on four 


different matters a day. At the ©"q@ of the day you write 


out a slip that says McDonnell & Company, three hours, 


X two hours, somebody else 15 minutes. That goes up to 
the accountine department and that's how we keep our 
time and hour costs and use it as a billing procedure. 
Basically it's used for billing. 

Q Do you have any recollection as to this 
threc-hour meeting that you had at McDonnell re the 
325 capital requirement, whether this diecussion was 
going on as to how McDonnell could raise additional 
capital for 325 purposes? 


A I have no idea. 


MR. BEEBE: Objection. 
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You don't recall? 
THE WITNESS: T don*t recall. 
Q Mr. Ford, do you recall attending a meeting 
at the Carlton House in and around July o f 1974? 
A I remember attending a meeting at the Carlton 
House. Again I don't know when. 
Do you recallwho was at that meeting? 
Well, %..¢an try. 
QO Okay. 
A Paul McDonald, Murray McDonnell, Jim, Dean 
Johnson, Mrs. Johnson, Mrs. Sean McDonnell. YT don't 


remember -- there was a large table and how many were 


there I don't really know. 


Q Do you recall if Mrs. Anna McPonnell was 
present? 

A I believe she was. 

Q Can you tell us as best you me what 
transpired at that meeting? 

A My recollection is that Paul McDonnell -- 
McDonald explained to the family, and this was a 
family group, the serious condition of McDonnell & 
Company at that particular time. It was my recollec- 
tion that the meeting was called so that everybody in 


the family would be advised exactly how serious the 


rar Ford-direct 
situation was. 


Q Do you recall how long the meeting went on 


XY would have to guess. Maybe two or three 


Q Did members of the family ask questions of 
Paul McDonald about the conditions of McDonnell & 
Company at that meeting? 


A ¥ don't recall. 


Q During 1969 did you ever have any meetings 


or communications with Margaret Mary McDonnell Murphy? 

A Just once where wewent over to her house, 
cne Sunday morning. 

Q Who is we, Mr. Ford? 

A Murray McDonnell. 

.@) And you just said you went over to her 
house one Sunday morning. What was the me eek of your 
‘going over to her house one Sunday morning? 

A My best recollection is that at this stage 
of the problems at McDonnell & Company they had to raise 
more capital and.they had to get rid of what they 
called the haircut on the securities. There are two 


ways -- the normal way of doing that would be for 


McDonnell & Company to sell the securities, which would 
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have brought down a large capital gain on the various 


people who had subordinated their accounts. 

From a tax standpoint we had worked out an 
arrangement whereby the subordinated lenders would take 
an installment note back. They would in effect sell 
the securities to the corporation ani take back an 
installment note and this would not tring down the capital 
gain. 

McDonnell & Company could then sell the 
securities without paying any capital gains and have the 
money to meet the requiremens of 325. It was mainly 
a tax arrangement to save’ the members of the family, the 
subordinated lenders, capital gains. 

Q And when you went ©) Mrs. Murphy's house 
did you explain to her the tax consequences of converting 
a subordinated account into an installment note? 

A To the best of my recollection this was 
the purpose of the meeting and what we explained. 

Q Was Mr. Murphy present at this meeting? 

MR. BEE‘E: I would like a brief side bar 
conference about a question that's come up, if tuig is 
not going to be much longer. 

MRS. LICHSTEIN: We will be about two minutes 


at the most. 
MR. BEEBE: Then we will wait. 


A et eS? 


} st 


Ford~direct 
Was Mc. Murphy present 


he was. 


Yes, 


° ° 


Did Mr. Murphy actively participate in the meetii.q? 


i! 4 I don't believe so. 
: 1 | Q Dic Mra. %: ask any ‘nusstions? 
| 
I ra Again I don't recall but it seemed normal that 


she would, 
‘| Q Did Mrs. Murphy agree to the instailment note 
| that was presented to her at this meeting? 

A My recollection is that she didn't say anything 
and wa left the papers with her, and it was several weeks 
later before they came back. 

Q But they were subsevuently signed by Mrs. Murrhy? 
Yes. 
MRS. LICHSTEIN: I have no further questions, your 
HOMnOr. 

MR. BEEBE: May we have a side bar conference? 

THE COURT: I believeve will go into the robing 
room. 
the robing room.) 
BEEBE: It will be very brief. 
Paul McDonald, who apparently is another witness, 
ask that 


Slrolled into tha courtroom. YF in turn would 


have the same rule apply to him, and I was told to make 
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cross 
an application, so here I an. 


MR. BROOKS: I don't think Mr. McDonald's testimony | 


overlaps at all Mr. Ford's testimony. I didn't see any 
need to break into the interrogation and to ask Mr. 
McDonald to step outside for amirute or two. 

is why I didn't press it, 
for another. minute or two it didn't make much difference 
but on cross I would like to have ne rule apply, 
and I am sorryI have to come x i Paul 
ticDonald definitely does overlap in that period. In fact, 


he attended one of those meetin hat Mr. Ford is testityil: 


* 


to. 


3-8 OP, 


THE CCOIRT: All right, we will put him with the 


eee ae 


cther witnesses, 


aout 


(End of robing room discussion.) 


erent 4 ot 


(In the courtroom.) 


CROSS EXAMINATIQY 


Q Excuse me, sir, I have just been handed a list 
of your diary entries or what are said to be the diary 


entries for 1968 and 1969. 


RE ES ERAS TEE EE Pt 


Let's start with the question of whom you 
répresented at which points. You mentioned that you repre- 


sented firs. Anna McDonnell in tier personal matters. For 


sih3 Ford-cross 
what period of time were you representing Mrs. anna 
McDonnell as an attorney? 

A i don't remember. It is hard to say, but for 
a long period of time. 

Q Would it be fair to say that it was several years, fi 
anyhow, before 1952? 

Yes. 


And have you continued to represent her since 


XI don't think I represented her since. 
When did you cease representing her, do you know? 


She hasn't called me for several years. I don't 


Q In that meeting in 1962 that you testified 
about this morning -- by the way, did you also represent 
f. Murray McDonnell? 

A Yes. 

Q You also represented McDonnell & Company? 

Yes. 


Always s an attorney? 


! 
& 
1 
4 
| 
a 
ee 
| 
| 
! 
| 
| 
i 

| 
| 
i 


Yes. 
Now, the meeting in 1962, at that time were 
yr at various times representing those three different 


Fecple; that is, the company, T. Murray and Mrs. Anna 
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McDonnell, so that there was an overlap at that time, is 


that right? 

A Yes. 

Q Whom did you represent at the meeting? 

A If I represented anybody I would assume that 
represented the company. 

Q Did you inform Mrs. McDonnell at the meeting 
that you were not representing her interests there? 

A No, I don't believe I did. Mrs. McDonnell was 
fully familiar with my relationship with McDonnell & Company | 
and Mr. McDonnell. 

Q Did you inform Mrs. McDonneil at *that meeting 
or before that meeting at any time around then that she 
should obtain other legal counsel in connection with the 
subordination question then pending? 

A No, I don't believe I did. 

Q Did she obtain other legal counsel as to tht 
question? 

A I don't know. 

Q Was the firm of McDonnell & Company at that time, 
1962, when she first subordinated her funds, was it in 
financial difficulties? 

A I don't recall. 


Q You gave a deposition under oath in this ma 
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on October 3, 1973; do you recall that, sir? 
A Yes. 
Q And you signed and returned a sworn copy of that, 
do you recall that? 
A Yes. 
Q On page 20 of that deposition yeu were asked: 
“Was the firm of McDonnell & Company in approxi-~- 
mately 1962 - which is the time, I believe, that Mrs. 
Anna McDonnell subordinated her acco:nt - was the firm of 
McDonnell ic financial difficulties @ that time?" 
And your answer was: "No," 
Ana then the question was asked: "That you knov 
of?" 
And the answer was: "Not that I know of. They 
were expanding very fast." 
And there is more to that answer. 
MR. BROOKS: I would ask that the more to that 
answer be read. 
MR. DUBIN: I would be pleased to read the more, 
“And I believe"-- this is the rest of the answer 
t that point -- “not being an expert in the capital require-f 
nants of the stock exchange, but as they opened new offices 
it took more capital to do it and they were opening offices 


I think quite reguiarly in the '60s." 
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Was that. your answer and your testimony in the 
deposition? 

A Yes. 

Q And was it accurate? 

A I believe so. 

Q Now, coming to January, 1969, was the 
McDonnell in financial difficulty? 

A January, 1969? 

Q Yes, 

A I believe that was the period when they were 
having trouble with their capital requirements with the 
stock exchange. 

Q I show you this list of diary entries which yeu 
Sent after your deposition, which we should have marked 


for identification ~— 


(Marked Plaintiffs' Exhibit 94 for identification.) ! 


MR. BEEBE: I don't think we need the covering 


-- and ask you howthat list came to be prepared. 
Your office requested it. 
What did you do in response to the request? 
A I had my secretaries go to my diaries and type up 
this list and sent it over to you. 


Q What did you instruct her to do? 


Ford-cross 
TO copy verbatim what was in the book. 
Concerning any particular subject, sir? 


To my recollection, whatever you asked for I 


Anything on McDonnell? 


Right. 
There is a reference in here on April 17, 
"Conference, Lunney.” 


Who is Lunney? 


A Mr. Lunney is an attorney who worked for 


Shearman & Sterling. 


Q At that time? 
A At that time. Mr. Lunney has since left. Whether 
he lefc before or after tnat, I don't know. 
Q What was that conference about? 
I have no recollection. 
Q Same entry: “Telephone conversation Krouse 
and letter re bill." 
Who was Krouse? 
Krouse is one of our security lawyers. 
And what was the telephone conversation about? 
I have no recollection. 
Cn April 29, 1968: “Luncheon conference T.M. 
h<Donaell.” 
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What was the occasion or the substance of that | 
meeting? | 
A I have no recollection. | 
Q Sir, at that time did you make memoranda to the 
Files concerning significant legal advice you gave or-- 
| 
A I practically never make a memorandum to the | 
files, 

MRS’. LICHSTEIN: Excuse me, your Honor, I think | 
the scope of the cross-examination is goin~ far beyond ! 
the scope of the direct examination and is improper. | 

THE COURT: I will allow it for the present. : 
BY MR. BEEBE: 

Q Now, you Say you practically never made memoranda : 
l 
for the file. Did you give written advice to clients | 
l 
and submit letters to them from time to time? 
A X wrote letters, yes. ! 
Q Including McDonnell & Company? 
A, Yes. 


Q In this era, 1968, 1969? 

A Yes. 

Q Did they ever ask you for advice with regard 
to their operating problems? 

A What kind of operating problems? 


Q Whatever operding prob. .0ms they may have had. 


4719 
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A I don't know what you mean by operating problems, 

Q I am aSking you, er period of time were you 
aver approached by McDonnell & Company with regard to 
problems they had in connection with their operating 
conditions and complying with the New York Stock Exchange 
rulas? 

A yes. 

Q They did? 

A Yes. 

Q And when did they approach you on this in 1968? 
Can you give us a time frame? 

A I have no idea. I was in constant canmunication 
with heats Company every day for ten years, and 
it would be like asking your wife what you discussed on 
Jast 4th of July with her. 


r?) Sir, maybe it would help if we could lool at 


the files and records that you maintained of written 
adv pee rs 
A They have all been destroyed. 
You *.1y they have all been destroyed? 
yes. 


When were they destroyed? 


Again, I think I told you in my deposition it 


waS botore this case started, 
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Q This case started in 1971. Are you saying they 
ware destroyed before 1971? 

A XY would have to go back and search my recorus. 


Vinen we ceased being counsel for McDonnell & Company I 


sent all the files of McDonnell & Company to the warehouse 


with instructions to return them in three years for destruc- | 
tion. 
Q That would be 1973, would it not? 
A Oh, no, it was way before 1970, I think -- or 
mayke it was one year. Maybe it was one year. Anyhow, 
the file room sent the files back to me, and we hadn't 
Lies anything ixom anyLody for years, and we destroyed 
them all, which is ovr normal way of handling our files 


in our office. 


Q Sir, may I refer to pages 5 and 6 of your 


d@cposition where you gave a similar explanation, except 
it was in terms of three years. 
I will show you a copy and see if that refreshes 
your recollection. 
I thought it was two years too. 
So it was 1973 when you destroyeda these files? 
No, I don't think so. 
Page 6: 


“Tn 1973" -- this is part of your answer “the 


elhil Ford-<cross 
file room called me and told me" -- 

A All right, if that’s what it says then I will 
t:ave to go back and refresh my recollection. Maybe it wes 
January, 1973, but this ae before I had heard anything 
about this case. 

MR. BEEBE: Will you mark this deposition for 
identification. 

THE COURT: You don't have to mark that. It is 
Laing marked. 

Q It was 1973? 

A That's quite correct. Normally it was three 
years. 

MRS. LICHSTEIN: I object, your Honor. I don't thin 
this line of questioning is relevant at all. 

THE COURT: Yes, I tend to agree, and it is beyond 
the scope of the direct, and I was permitting it on the 
theory we wouldn't have an awful lot of it. 

If you are going to make him your own witness 
at this point it seems to me it either should have been 
done as part of your case or part of any rebuttal case 
you might choose to offer. 

MR. BEEBE: Well, sir, I was really going after 


tne diuries they had mentioned in their examination, and 


trying to elicit from this witness what precisely happened 
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during that era. 


Now we have no files to do it with, and we have 


to do it with the witness as it stands. 


THE COURT: You have diary entries. 
MR. BEEBE: I have entries. 


THE CQURT: Don't you have diary pages? 


Wasn't I told that earlier? 


MR. BEEBE: Yes, and I subpoenaed the diaries 


, themselves, but they have not -- 


to you. 


THE COURT: Maybe copies will be made available 


MRS. LICHSTEIN: They have been made available 


Since 1973, your Honor. 


verbatim, 


Q 


/ nN 


Oo 


MR. BEER: Not the pages. This is a summation. 
THE WITNESS: That is ne a summation. That is 
taken right out of my diary. 

MR. BEEBE: Then we will examine based on this. 


THE COURT: Go ahead. 


Ya. have a mention here of May 23, 1968 “Telephone 


conversation Volk and Monig." 


Who is Volk and Monig? 


Two lawyers at our office, both security lawyers. 


This mentions a half hour conversation. What 


was the half hour conversation about McDonnell & Company? 


i 
| 
' 
} 


| 
| 
i 


| 
| 
| 
| 
| 
| 
{ 
| 
| 
| 
| 
| 
| 
| 
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A I have no recollection. 

MRS. LICHSTEIN: I object again, your Honor, on 
the grounds that this is going far beyond what we covered 
in the Girect examination and it is not relevant at all. 

MR, BEEBE: We have this witness here -- 

THE COURT: What are you seeking to elicit at this 
coint? 

MR. BEEBE: The facts as to what occurred in 1968 
with regard to this person who has apparently waived 


the privilege as to his dealings with McDonnell & Company, 


what he did in regard to the company at that time-- 


THE COURT: The company. As I understand the 
direct examination, it had to do with Mrs. Anna McDonnell, 
not with the company. 

So I will sustain the objection on the ground 
that it is beyond the scope of the direct. 

MR. BEEBE: Well, perhaps we will get into this 
in the rebuttal case, then. I would Sank ask the witness 
to remain available on those areas and I will pursue the 
cross on the areas that have been explored so far. 

BY (RM, BEEBE: 

QO Did you or anyone in your law firm bring Mrs. Anna 
i. DounueLlLl up to date as to the conditions at McDonnell 
& Canpiny in 1968 and 1969? 
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jae “Conference at McDonnell & Company re 325 capital 


' 
| ‘ 
sihi4 Ford-cross | | i 
ae 
A X don’t recall. | 
| ; 
G You have testified that there were difficultirs | . 
at McDonnell & Company in 1968 and 1969, is that right? 
| 
MRS. LICHSTEIN: I object, your Honor. 
cS THE CQURT: Ask the question differently. 
MR. BEEBE: I will just ask a straight question: | 
| 
Q Were there difficulties at McDonnell & Company 
! 
in 1568 and 1969? And please be specific as to what they 
were. 
A I don't know about 1968 because I was living | 
abroad most of 1968 running our Brussels office. | * 
~e- 
os In 1969 my recollection is they were in diffi- | oS . 
“er | we 
* culties, and this was when the capital requirement problenusa | 
Came in. | 
| 
Q Do you recall whether you or anyone else at your Ie 
firm took any steps to alert Mrs. McDonnell about those facts.!? : 
go A I don't believe so. | ’ 
t 
; Q Now, sir, you were asked about a diary entry | 
; { 
of January 29, 1969, which, according to this list, reads | 
| 
} 
| 
| 
' 
| 


requirements," and it indicates three hours. 


| 
od 
Was that held at McDonnell «& Company? : | - 
| 


A What does it say there? 


Ford-cross 
Conference at McDonnell. 
I would say that is correct. 
Who was present? 
A XI have no recollection of the meeting of any 
Q You have no recollection whatsoever of that 
weet ing? 
A No. 
Q There is a mention Pere just before this da 
man named Hovdesven. 
A He is a lawyer in the office. 
fa) What was your conversation on January 721, 1%". 
for a quarter of an hour? Do you recall what sabject. 
it would be on? 
A F2 was a securities inan. 
Q It would relate to McDonnell & Compary, because 
it is on this list? 
A Yes. 
Q On January 17th: “General lunch with O'Brien et 
Who was O'Brien? 
A Larry O'Brien was working at McDonnell & Company. 
I think he was president. 
Q And who are the et al? 


A XY don't remember. 


Q Do you wcall anything about that conversatica 
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Oa January 17, 1969? 


A 


Q C - that it related to McDonnell & Company? 


Q Moving on to the meeting at the Carlton House 
that you testified about: 
“Whom were you representing at that Carlton 


House meeting in your capacity as an attorney? 


5 i ER DOPING RAEI UNE PERL ES IETS Ns 


A I imagine I was representing the company. 

Q Did you inform Mrs. Anna McDonnell that you 
not representing her at that neeting? 

4 Wo, dia not. 


Q You did..not mention ameng 


Margaret Mary Murphy. 
Have you any idea she was not invited to atterJ? 
Pi I did not know she was not invited te attend. 
_a You said that serious conditions of the company 


explained. 


Who explained them? 

I believe that Paul McDonald did. 
Exactly what did he say? 
I have no ee ee 


You mentioned serious conditions. Do you have 


some recollection of any -- 


Ford-cross 
A I cm guess what was said but I don't have anv 
cecollection. 
Q What made you say he discussed serious conditions® 
A Because I remember that was the purpose of 
the meeting, was to bring them up to date, and I believe 
that Mr. McDonald was the one that gave the speech. 
Q Did you say anything at that meeting? 
I would doubt very much that I did, 
What was your purpose in attending? 
Because I was asked to. 
Now let's move tothe meeting you had with 
lcs, Murphy on a Sunday morning at her house. 
Was that the only time you visited her house 
in 1969? 


A I believe that is the first time I ever saw Mrs. 


Nurphy and the only time I have ever been to her house. 


Q Was that on or about October 12, 19697 

was a Sunday morning. 

I said October 12, 1969, would that 
shout right? 

must be in the diary notes. 

You are absolutely right. Her name is indicated 

uS “Cuuference Marjorie Murphy,” but I believe that is 
Nee. targaret Murphy. 
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is the only Murphy it would he. 


is indicated as October 12th? 


So that refreshes your recollection that that 
was the date, is that right? 
Well, I just assumed that what was in my diary 
accurate. 


Q In discussing the reorganization arrangemen 


that you said you had worked out, did you offer Mrs. MeDonae Yi} 


} 


at that meeting any choice as to whether or not she couli-- | 
MRS. LICHSTEIN: I object, your Honor. First 
Mr. Beebe'squestion talks about a meeting with Mrs. 
aad I think he means Murphy-- 
BEEBE: Mrs. Murphy. 
COURT: Why don't you put the 
me put it again: 
At the meeting with Mrs. Murphy did you offer her 
os ntete to her that she had any choice as to entering 
into that arrangement? 
Z Gon’t recall. What I do recall is that I 
there to explain to her what happened if they sold off 
escurities, she —* realize a capital gain, and what 
Paid happen if she signed an installment note, and the 


difierence in the tax consequences. 


1729 
i Ford-cross 
| You went with someone to that meeting, did you not 
i 
i A Murray McDonnell. 
i Q And he stood outside the room or elsewhere 
; 1 <hen you were talking to her, is that right? 
A My recollection is that he went upstairs ani made o 
, I i phone call I believe to Mr. James McDonnell. 
i 2 Did Mrs. Murphy ask you if she had any choice 
es to entering into the transaction? 
‘ A I don't recall. 
f MR. BEEBE: No further questions on cross- 
jj} examination of this witness. 
i! THE COURT: Redirect? 
; MR. STEIN: Your Honor, I just have one or two 
; miastions on cross-examination. 
* j 
“es : 
, | THE COURT: All right. 
| 
e | CRC6S-EXAMINATIQN 
' 
BY MR.STEIN: 
Q Mr. Ford, my name is Steven Stein: I am a member 


of the Proskauer firm. I represent the receiver in this 


caso. I just have one or two questions I would like to 


ee pit to you about the meeting with Anna M. McDonnell which 


@ 3 I 


belicve you said was in the early ‘60s. 
hes Can we just go over that for a minute. 


Who, if you can recall, was present at thar mectiny 
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Ford-cross 
ames McDennell, Jama McDonnell, 
Murray McDonnell and myself. 
Can you recali what occasioned that meeting? 
Yes. They were going to go up 


KMeDonnell about subordinating some 


Can you recall whether or not the meeting was 


held prior or after Mrs. McDonnell's s::sordination of he: 


account? 
on*t know. I don't know. 
Perhaps I can help you: 
at a deposition 
in this case on October 3, 
A Yes. 
Q Do you recall being asked this avestion, I 
hbalieve, by Mr. Brooks -- 
Could we have 
MR. STEIN: Page 18. 
Q "Q Do you recall whether this meeting was held 
prior to or subsequent to Mrs. McDonnell's suberdinating 
Pher account? 


ae My recollection is it was hefore she subordinated 


Does that refresh your recollection? 


I really have no recollection. I don't see why 


4 


-@ 


L73l 


zih2l Ford-cross 
you would do it after she had made the subordination. 
t would assume that s before, but I don't really know 
hen she put the securities in. 
‘ae Can you recall what was said to Mr. McDonnell 
at this meeting? 
. I can't recall anything specific that was said. 

Well -- 

A Generally they explained what subordinating 
securities meant. 

Q Do you recall whether or not the risks and the 
dangers were explained to her? 

A I have no recollection, but that was the purpose 
ot the meeting. 

'@) Perhaps I can help you by going back to this 
deposition, page 19, where Mr. Brooks asked you: 

wa ®, Do you recall, in substance, what you stated 

-- Meaning Mrs. McDonnell? 

"A No. 

*“< #s to subordinating her account?" 

MR. BEEBE: Excuse me, before you read the last 
part of that answer I would object to the last part of 
the susver, again. I don't want it read on the record until 
li is ruled on. It is lines 9 and 10. 


MR. BROOKS: I think we should cCorm@ct the record 
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to show that the qiestioner was Mr. Dubin and not Mr. 
Brooks. 

MR. DUBIN: But the last part I would object to, 
your Honor, and ask for a ruling on my objection, since 
it is an obvious conclusion. 

THE COURT: Mr. Dubin was the questioner? 

MR. BROOKS: ‘Yes, he was. 

THE court: There is no motion to strike that 
answer -- 

MR. PROOKS: There was no objection by any part. 

MR. REEBE: But all objections were pm served 
That was the specific stipulation. 

| THE COURT: As to form. 

MR. BEEBE: All objections except as to form 
were preserved. The usual precedure is not to clutter 
a deposition with objections but to wait until thetrial. 

THE COURT: Mr. Dubin asked what he based his 
opinion on that he understood the risks, and he got the 
answer he got. 

MR. BEEBE: That is not the question I am 
cbjecting to. The question I am objecting to is the last 
sclft-serving statement, anc that I kelieve-- 

THE COURT: That's what he based his opinion on. 


Is it lines 15 and 16 that you are referring to? 
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MR. BEEBE: No, lines 9 and 10, sir. tr'm sorry, 


{ didn't make that clear enough. 


Ne NC NE NRL AMR 


‘BEST COPY AVAILABLE 


SOUTHERN DISTRICT COURT REPORTERS, US. COURTHOUSE 


+t) SEM Vi ae NS fl wg 


Volume A-O 


United States Cowt of Appeals 


for THE SECOND CIRCUIT 
Docket No 76-7278 


<> 


MARGARET Mary McDonNELL Murruy, 
against 


McDoNNELL. & Co., [INCORPORATED 
THe New York Stock EXCHANGE 


Ropert W. Haack, President, 


1 
uy 


Defendants 


James F. McCDONNELL, Jr, individually, a Trustee es KF 
McDonnell and as Executor of the Estate of and 
Crarces E. MCDONNELL, as Executor of the [cst ‘ 


Plaintiff-elppellants 
against 
‘ue New Yorx Stock Excnance by Rosert W. Haack, Tir NEw YORK 
Stock EXCHANGE, [nc., THE AMERICAN STOCK EXCHANGE by H. VERNON 
Lre, Jk, Secretary, and McDonsect & Co., [xe 


accent 


ON APPEAL FROM THE UNITED STATES DISTRICT COURT 


i 
FOR THE SOUTHERN DISTRICT OF NEW YORK 
een A CET A CC 


Davis & Cox 
State Street Plaza 
New York, N. Y. 10004 


Attorneys for Plaintiff 


p, Haprey 4 
hattan Plaza 


e NY! 10005 


.1 

Cy0} W& ONE LSOUN 
ene 

N y 1(Wj22 


October &, 1976 Mel 


PAGINATION AS IN ORIGINAL COPY 


LIST OF CONTENTS 


Volume I 


List Of Relevant Docket EntrieS ...eseceeee 


Order Consolidating Civil Actions 
71 Civ. 461 And 71 Civ. 1940 For 
All Purposes, Dated Boril 13, 2375" 
{Doc. J50)... I 


Murphy Amended Complaint [Doc. 474] ---+-- 


Answer Of NYSE To Murphy Amended Complrint 
(Doc. 175) scene ease eres + 


Answer O£ McDonnell & Co. TO Murphy 
Amended Complaint [Doc. 177). 


McDonnell Amended Complaint [Doc. 203] «a. 


Answer Of NYSE To McDonnell Amended 
Complaint [Doc. 164] ..- 


Answer Of McDonnell & Co. To McDonnel} 
Amended Complaint [Doc. 204] . 


Answer Of Amex To McDonnell Amended 
Complaint [Doc. 205] «<--s 


Plaintiffs' Request To Charge [Doc. 187].. 


Plaintiffs’ Supplementary Request 
To Charge [Doc. 193] 


NYSE'S Request To Charge [Doc. 206] <ccees 


NYSE'S Supplemen*al Request To Charge 
[Doc. 188] sscocsesscceess 


NYSE'S Second Supplemental Request To 
Charge [Doc. 189] se0ses0 


NYSE'S Third Supplemental Request 
To Charge [Doc. 190] wecvessccccsscscces 


WYSE'S Fourth Supplemental Request 
To Charge [Doc. 909) seceacccnccaweeen ss 


A-ii 


Transcript Of Trial, Opening Statements 
Of Counsel, April 28, 1975 [Doc. L647) es 


franscript Of Trial, Testimony Of 
Margaret Murphy, Aprii. 28, 1975 
{[Doc. 147] 


Transcript Of Trial, Testimony of Margaret 
Murphy Continued, April 29, L975 
[Doc. 147] 


Transcript Of Trial, Deposition Testimony 
Of Anna McDonnell, April 29, 1975 
[Doc. 147] 


Transcript Of Trial, Testimony Of James 
F. McDonnell, Jr., April 29, 1975 
[Doc. 147] eee eeeaee 


Transcript Of Trial, Testimony Of James 
F. McDonnell, Jr., Continued, April 30, 
1975 (Doc. 147) 


Transcript Of Trial, Testimony Of James 
F. McDonnell, Jr., Continued, May l, 
1975 [Doc. 147] ... 


Transcript Of Trial, Testimony Of Andrew 
R. McElroy, May 1, 1975 [Doc. 147) cows 


Volume III 


Transcript Of Trial, Testimony Of Andrew 
R. Mc Elroy, Continued, May 2. 2975 
{[Doc. 147] 


Transcript Of Trial, Testimony Of Andrew 
R. McElroy, Continued, May 5, 1975 
[Doc. 148] eevee eeeeenee 


Transcript Of Trial, Testimony Of Herbert 
E. Schuette, May 5, 1975 [Doc. 148] ...- 


Transcript Of Trial, Testimony Of Herbert 
E. Schuette, Continued, May 6, 1975 
{[Doc. 148] @ee eceeoeeonevoeaeaevn ee eae eee 


Page 


A-211(1) 


A-211 (34) 


A-211(103) 


A-211(198) 


A-211 (245) 


A-211(263) 


A-211 (456) 


A-211 (591) 


A-211 (650) 


A-211 (740) 


A-211 (810) 


A-211(918) 


A-iii 


Volume IV 


Transcript Of Trial, Deposition Testimony 
Of Anna M. McDonnell, May 6, 1975 
(Doc. 148] ..---eeeeeeees 


Transcript Of Trial, Testimony Of George 
H. Newman, May 6, 1975 [Doc. DS ail 


Transcript Of Trial, Testimony Of George 
H. Newman, Continued, May 7, 1975 
[Doc. 148] .... 


Transcript Of Trial, Testimony Of Richard 
Greves, May 7, 1975 [Doc. PAS], | oc ese cases 


Transcript Of Trial, Testimony Of Robert 
A. Spies, May 7, 1975 [Doc. 148] weseese 


Transcript Of Trial, Testimony Of David 
L. Ratner, May 8, 1975 [Doc. A eee eae 


Transcript Of Trial, Testimony Of Lee D. 
Arning, May 8, 1975 [Doc. Are SR 


Transcript Of Trial, Testimony Of Lee D. 
Arning, Continued, May 9. L975 
{Doc. 148] eeceeeeoeaeseeenee @ eoeaeeaenw#e#ee@ 


Volume V 
Transcript Of Trial, Testimony of 
H. Vernon Lee, Jr., May 9, 1975 
[Doc. 148] evweeeececvneeeneeeweewecewmaeenoaneneee 


Transcript Of Trial, Argument Of Counsel, 
May 12, 1975 [Doc. 149] .-----e-ceeceees 


Transcript Of Trial, Testimony Of Bruce 
M. Stargatt, May 13, 1975 [Doc. tao! eae 


Transcript Of Trial, Testimony Of Thomas 
Ford, May 13, 1975 [Doc. 149) jadwabuwees 


Transcript Of Trial, Testimony Of Richard 
Olney III, May 13, 1975 [Doc. 149] seses 


Transcript Of Trial, Testimony Of Paul K. 
McDonald, May 13, 1975 [Doc. LA9] (cceews 


A-211 (1022) 


A-211(1056) 


A-211 (1090) 


A-211 (1186) 


A-211(1217) 


A-211(1244) 


A-21]1(1310) 


A-211(1390) 


A-211 (1431) 


A-211(1443) 


A-211 (1664) 


A-211 (1696) 


A-211(1740) 


A-211(1793) 


A-iv 


Volume VI 


Transcript Of Trial, 
McDonald, Continued, May 14, 
[Doc. 149] 


Testimony Of Paul K. 
+975 


eee e ee eee eee Cee ee scone eons eee 


Transcript Of Trial, Deposition Testimony 
Of Fred J. Stock, May 14, 1975 
[Doc. 149] eeeeoe eee e 
Transcript Of Trial, 
M. Bishop, May 14, 1975 [Doc. 


Testimony Of Robert 
149] e@eeees 
Transcript Of Trial, Testimony Of Robert 
M. Bishop, Continued, May 15, 19/5 
[Doc. 149] 


Volume VII 


Transcript Of Trial, Testimony Of Robert 
M. Bishop, Continued, May 19, 1975 
[Doc. 20L] @eeeonovetee 


Transcript Of Trial, Deposition Testimony 
Of Fred J. Stock, May 19, 1975 
[Doc. 201] «.-- 
Transcript Of Trial, Testimony Of Robert 
A. Spies, May 19, 1975 (Doc. 201] ...-e- 
Transcript Of Trial, Testimony Of James 
F. McDonnell, Jr., May 19, 1975 
{Doc. 201) eee eeeneeeeeo ee 


Transcript Of Trial, Testimony Of Margaret 
Murphy, May 19, 1975 [Doc. 201] ~..cceeee 


Transcript Of Trial, Robing Room Confer- 
ence, May 20, 1975 [Doc. DOL] saenceeees 


Transcript Of Trial, 
Of Counsel, May 20, 


Closing Statements 

1975 [Doc. 201] ..-- 
Transcript Of Trial, Robing Room Confer- 

ence, May 21, 1975 [Doc. 201]  acseuacees 


Transcript Of Trial, Closing Statements 
Of Counsel, Continued, May 21, 1975 
[Doc. 201] 


ees e eae eee eee eeneaneceeeee ere © 


A-211 (1827) 


A-211 (1853) 


A-211 (1873) 


A-211(2016) 


A-211 (2190) 


A-211 (2311) 


A-211 (2318) 


A-211 (2338) 


A-211(2342) 


A-211(2351) 


A-211(2379) 


A-211 (251) 9) 


A-211 (2531) 


A-v 


Volume VIII 


Transcript Of Trial, Charge Of The Court 
On The Issue Of Liability, May 21,1975 
[Doc. 201} evseceeeseewecerewneeaewnneoeen ee A-211 (2596) 


Transcript Of Trial, Robing Room Confer- 
ence, May 22; 1975 [Doc. 201) e@eeneoeeooe ee A-211 (2638) 


Transcript Of Trial, Charge Of The Court 
On The Issue Of Damages, May 22, 1975 
[Doc. 201) ba eee sr eee been siaee ee Ge eee ee oe e¢ A-211 (2715) 


Opinion And Order Granting McDonnell & 
Co.'s Post Trial Motions, Dated 
December 5, 1975 [Doc. 105] ...---e-++s- 


Order Denying Plaintiffs’ Post Trial 
Motions, Dated December 18, 1975 
[Dec. 195] 


Order With Resp 
Dated April 2 


ec 
2, 


Final Judgment Entered May 13, 1976 
{Doc. 200) Ob 2 OO 6 6 6 we 6.8 06 Oe 4 Oe He 8 8 eee eee 


[This page unnumbered and left biank] 


rdr 
MARGARET MARY tic WNELL MURPHY, et al. 


vs. TL Civ 461 


71 Civ 1940 
MC DONNELL & CO., INC., et al. : 


May 14, 1975 
10:00 a.m. 


Trial resumed. 


(In open court; jury present) 


PA. UL MC D O.N AvP resumed. 


CROSS -EXAMINATION 
BY MR. BEEBE: 

Q Mr. McDonald, yesterday you testified about 
some events that occurred late in }968 when you were 
invited to look at.the company, McDonnell & Company, 
and asked whether you could arranae or yourself contribute 
funds to its capital. 


What was the form in which you were asked 


to make that investment? 
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McDonald-cross 1828 
A It would have been in the form of a subor- 
dinated loan. 
ie) And did you examine the subordinated loan 
instrument that you were being asked to enter into? 
A Yes, sir. 
What conclusion did you reach? 


A I concluded that it was not a relationship 


which I would enter. 


Q And what was your reason for that? 

A The subordinated loan agreement, in my 
judgment, surrenders substantially all rights of the 
lender to his money and subordinates it to a very hich 


‘ 


,degree of risk. 
I think that my comment at the time was that 
I might just as well walk over to the window and drop 


the money out. 


Ss 


Q Did you look at the financ’al and operating 
condition of McDonnell & Company at that time as well? 
: A Up to a point, yes, Sir. 

QO Had you observed at that point in the fourth 
quarter of 1968, that the business of the company, 
brokerage activity had slowed down? 


A I did not at that time observe that fact. 


I saw it later in retrospect. ’ 


McDonald-cress 


Q Sir, if I might remind you from your 


deposition, page 13, your answer was to the question: 


“o Can you tell me what information you received 
that led you to the conclusion it was not an opportunity 
which you felt where you should invest your money? ‘ 

You said: 

"A They also gave me a financial statement 
which indicated that the brokerage activity of the 
business had slowed down in the fourth quarter of 1968 
and, of conrke: this was expanded levels of expense." 


Does that refresh your recollection that you 


A Yes, they did give me such a statement. They 
couldn't have given me such a statement for the fourth 
quarter befor: the end of the fourth quarter. 

(9) So the statement they qave you during the 
fourth quarter indicated that business nad already 
slowed down somewhat in the brokerage area? 

A Well, I always have difficulty pinpointing 
tre time six years ago when I learned a fact. 

QO In the course of making your decision not 
to make the investment at that time, were you told 
that they were having problems with the requirements of 


the New York Stock Exchanqdeé? 
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A I was told that they were having capital 
problems. Now, again, whether I learned that it was a 
325 problem then or whether I learned it later is very 
difficult for me to identify. 
Q If I remind you the next page of your 
deposition which you gave in this case on October 9, 1973, 
“glnont a year and a half ago, your recollection miqht 
have been a little better. The answer to the question 
of whether you were informed prior to April of 1969 that 
they were in violation, your answer was: 

“They told me they were having problems with 
the requirements of the stock exchange. Exactly which 
problems they depicted and whether or not they indicated 
that they were in violation I can't be certain. I 


feel very strongly they did not tell me they were in 


fact in violation of any requirements of the New York 


Stock Exchange, or plainly I wouldn't have even considered 


the investment.” . 


A I don't see that that conflicts with what I 


Q My question is, sir, why would you not have 
even considered the investment if they were in 
violation or if they told you they were in violation? 


Well, it would be a very poor judament. 


McDonald-cross L831 

MR. BROOKS: It's a hypothetical question 
since that state of facts, according to the witness’ 
testimony, was never presented to him. 

MR. BEEBE: I believe the evidence indicates 
the state of facts did exist. 

MR... BROOKS: Not to the knowledge of the 
witness. 
| THE COURT: I'm not so sure this is relevant 
to our inquiry. 

You are then going to draw some parallel 
to somebody else where the facts may he different? You 
are eibiaiie an opinion from this man as a potential 
investor. How does that bear on any other potential 
investor or actual investor? 

MR. BEEBE: For instance, your Honor, if 
the jury finds that the --~- 

THE COURT: Let's not qet tied alternatives 
of that kind. Do you claim they can draw a conclusion 


from what this man might or might not have done in '68 


as to what someone else in the McDonnell family might 


or might not have done in ‘69? 
MR. BEEBE: This is 1969, the end of ‘68. 


THE COURT: He is talking about ‘68, the 


fall of ‘G6. 
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McDonald-cross 
I am going to sustain the objecticn. 


MR. BROOKS: It's important to note Mr. 


McDonald was investing other people's money, not his 


own. 


THE COURT: T don't think the opinion of 


this gentleman is relevant or probative. 


sih l McDcnald-cress 
BY MR. BEEBE: : 

Q " Were you informed at that time of the was of 
the beoks and records of MecDennall & Company for the ysar 
1968? 

A By "at that time” you mean the last quarter of 
1958? 

Q At tha tima you were making your decision, which 
I , eeunnns was the last quarter of 1958 up to February 
of 1969? 

MR. BROOKS : Ch, your Honor, that testimony 
has never been given by the witness, up to Pebruary, 1959. 
MR. BEEPE: It was made in his deposition, 
THE COURT: Let's lay a foundaticen, then, for 
this. 

Q How long did you consider or réview' ths 
questions bafore you made your final decision not to go 
aheed with some imvestment? 

A It was in February of 1°59 that I came up frea 
Florida and told them that I was not coing to mace the 


invastrart, 


¥ 


Q Now, having laid that foundation, ware you informed 


prior to that tima as to the status of the books and 


q records cf McDennell & Campaay f¥ the year 1968? 


4 Wall, I don't mean to bo evasive. Certainly T 
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slh2 ames ae _ McDonald-cress 


was told how.the business. was going. I saw financial . 
statements as recent as they liad at that time, and I sew 


a rather detailed cash flow projectica for the future of 


Now, I certainly didn't go into books and records, 
which I think is your term, myself fully in an accounting 


BensCe 


Q I didn't mean it in an accounting sense; I maant 


| 
| 

| 

| 

| 

the business. : | 
| 

| 

| 

| 

| 


it as of the status of the records of the company, its own 


record keeping, if it had any record keeping problems at 


l 
{ 
1 
| 


that point. 
| 
| 


A Ch, record keeping problems? Yes, I wae definitely 
told that there were record keeping problems. 

Q - And were you told that those record keeping 
problens cema from the attempts to automate, put the 
company's records: on a computer? 

A That wes the primary cause chad blamed, yes. 

Q Were tha record keeping problems and the capital 
problems given to you as soma of the reasons for requesting 
you to arrange or help to raise sors capital? 

A Not really. The primary reason given to m 
was growth and expansion. 

MR. BROOKS: Your Honor, I am going to object for 


the same reason we did before, that I don't think it 


slh .  MeDonald-cress... 1835 
appropriate to try to draw a parallel of Mr. McDonald's 
experience as investment adviser and decisicns abcut whether 
or not to put his client's money into this firm. 

MR. BEEBE: That is not the sole purpese of bring 
up his testimeny, your Honor. The purpese is to bring cut 


what was known to the caupany at the time and what the - 


company informed tha man who asked the right questions. 


These were the facts that the cempany had in its possession, 
and there could ba, then, no question if we can show it -- 
THE COURT: Objection sustained. 
Q Did there coms a time whon Margaret Murray 
Muphy came to your office with her husband and discussed 


with you har subordinated pa iticn at the company? I can 


j pinpoint that, I believe, in September, 1969. 


MR. BROOKS: I rese to object that it was not 
within the scope of the direct, but I am not sure about 
that now, so I will sit down. : 

A They could have, counse?, There were many visits 
by many people, and I an having difficulty recalling that 
specific visit with these psople, but they certainly could 
hye. 

Q Well, Mrs. Murphy, do you recall her requesting 
quite vigorously the right to withdraw from the conpany, 


» 


withdraw her subordinated account? 
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A I don't recall that, but that doesn't mean it 


didn't happen. 

Q DO wai recall the telephone conversation with her 
which one might characterize as extremely vigorous on her 
‘behalé making this request? 

A I recall one or two telephone conversations with 
‘ her in which she expressed some discontent with the state 
ue affairs. Whether she specifically on some particular 
telephone call demanded anything in particular, I honestly 
don't recall. 

Q Did you at the meeting at tha Carlton House offer 
Mrs. Anna McDonnell the opportunity to withdraw her sub- 
ordinated account? 

A Ch, I would not think so, counsel. 1 don't bolieve 
we offered anybody any out at any tim. 

Q That would include Mrs. Murphy? 

A I think that is correct. 

Q Mrs. Murphy was at the Carlton House meeting, was 
che? 

A I don't know. I was more or less asked that 
yesterday, and I went into that meeting without, I think, 


being introduced to the individuals. So they could have 


been there. 


Q Would you! know of any reason why she had not 


silh McDcnald-cress 
boen invited? 

A ‘NO. 

Q You mentionsd a black Friday plan yesterday. 
will you describe fer the jury what black Friday ssid is? 

A Wall, in many companies, at least in my ccmpary, 
that is just a handle that we use to describe a down side 
contingency plan. 
| Q If everything gces wrong -- 

A -- hera is what we could do to liquidate the 
business. 

Q You mention that the staff had prapared that. 
Was that plan in existence in writing somewhar2 

Pleces of it ware in writing. 


Was it in existence before you arrived on tha 


Pieces of it were. 


May I answer that a little more fully to clarify it 


Q Please do. 

A I really don't think that the plan was developed 
before I get there, becaussa there wa3n't any contemplation 
given to liquidating tha company. Thore were two or three 
very vigorous schools of thought in the cempany as to which 
direction it should go, so they had put together alternative 


plars for closing down this part which we dea‘t lika, closing 
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down that part which you dea't Like. 
Q ‘Did they receive any direction from the Now 


York Stock Exchange? 


MR. BROOKS: If he is asking the witness what 


direction they received, and the witness was not on the 
scene, X will object. 

THE CouRT: Yas, sustained. Absence of foundation. 
BY MR. BEEBE: ‘ 

Q Do you know from what you lez ed after you 
cama on the scene whether before that time McDonnell & 
Company had received any specific direction from the New 
York Stock Exchange? 

A I really can't testify as to what was -- what 
transpired before I got there, no. 

Q You testified yesterday -- moving now to a pericd 
in 1970 -- that the SEC moved to impose sanctions on the 
firm or individuals in the firm for pricr practices. 

Were you one of those icflividuals? 

Oh, no. 

Was this before your tenure? 

Certainly. 

What were’the prior practices? 

Well, by and large they wero brokerage practices 


‘ 


performed by individuals in various branch offices years 


sih McDenald-cross 
before even -- 

Q ‘Apart from the brokerage practices, _— ware 
they? 

A Then there were scme management preblems 
particularly regarding the chief executive of McDonnell - 
& Companye 

Q Anything -you can recall? Ware there capital 
ro 

A Ch, well, this is within the corpass 
of the management problems, to my recollecticn. 

Q Record kesping problems? 

Yas. 

How far back did they go? 

How far ‘back did the problems go or tue charges? 
The charges. 

I don't know. 

The problems. 

XI would say it was years rather than weesks. 

Q You menticnad a press release in August, 1953. 
Did the company ever issue a later press release or 
any octhor public announcerent changing or anne ee 
what had gone out in tha first preas rolease? 


A No, I doen't recall that they, ever did. It was 


considared, but there never was a ncment during the ensuing 
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redirect 
months when we didn't think that ws might have more or 
less that same $3,000,000 from soma other source. 
Q But it never cam in? 


A It never camo in. a 


MR. BEEBE: No further cress. . | 


UR. BROOKS: I hava cone or two questions on redirect. 
REDIRECT EXAMINATIQCY 


| 
- | 
BY MR. BROGS: | 


4 


Q° Mr. McDonald, you said that when you analyzed 


4 


Sis cil 
the subordination agreement which was proposed that your | 
| 


yore 


clients might put some norey into McDonnell in the late 
1968 period, you determined from reading that agreement | 


that was not bin pasiedun that you would adwiee an investor : 
to take, sir. 
Now I show you Plaintiffs’ Exhibit 3, which is 
Mrs. Murphy's subordination agreement, and ask you if 
that was the kind of agreement that was tended to you 
at the tims in late 1968? 
- A This is a rather lengthy document. 

Q I realize it is sceewhat unfair to ask you to 
make an analysis of it while you are sitting here, but 
perhaps without doing that you can get at it another way- 

Can you tell ms what particular features in 


the subordination agreement that was presente.’ to you you 


slh McDenald-rediract 
found objecticnable and why? 

A Well, I think if I had time I would be ablo to 
identify language in here -- mayba this is it here in 
the subordinaticn, secticn 2, which makes very clear that 
the investor in the event of -any kind of trouble is ab-— 
solutely the last. persen to get any money out of the firn, 
and I would think that normally a creditor positicn would 
ks better than that. 

Q In other words, a bank making a loan to a 
brokerage firm would stand ahead z3 a matter of priority 
to a subordinated lendar? 

A So I understand. 

Q Would a subordinated lender, as you understced 
it, be in a worse position than a steckholider holding equity 
stock? 


A Well now, just right now without analyzing this 


agreerent, as I recall reading it nix or seven years ago, 
surrenders substantially all rights, and there are plxas 
you can put your mcnsy where you den’t have to do that. 


Q Can you tell me from the review that you hava 


| 
| 
XI couldn't answer that question, but.cartainly this : 


made of Exhibit 3 whether it was in general the same kind 


of subordinaticn agreerant that you considered in late 1968? 


‘ i 
A I clearly remember secre of this language, i 
| 
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(Pause) 
 , (Continuing) If this is different from the 
subordination agreement which I vie. d at the time, 
I cannot: presently identify the difference. 

The substance of what I see here is the sort 
of thing that frightened me away, and I would read one 
sentence as an example if you would want me to. 

Q Please do. 

A "With respect to each account the owner 
hereby agrees to subordinate and hereby irrevocably 
does subordinate my and all claims which he has as an 
owner, creditor, or otherwise may now or at any time 
hereafter have against the corporation to the claims of 
all other present and future creditors of the corporation 
arising out of any manner occurring." 


It seems to me that investing your money 


subject to claims of unknown future creditors and events 


that will happen.down the road is not a risk that a 
professional investor would take. 

Q Youdiscussed with Mr. Beebe this morning 
whether it had been explained to you in Februray of 
1969 whether, I guess it was the back office or books 
and records problem, I'm not sure which phrase he used, 


' 


had been caused by the computer conversion. 


McDonald-redirect 


A Right. 


e) Did you learn when you came upon the scene 


in the summer either through the records of the firm 
that you might have examined or through personnel with 
whom you spoke who were present at the time, that while 
the conversion was being attempted the firm had run a 
parallel system of record keeping on its already 
established NCR system? # 

A Yes. There were two systems in operation. 
The old manual system, which I understood was deficient, 
ana the new computerized system which was very expensive 
and I understood deficient. 

The analogy _— to me was they had the front 
end of a Rolls Royce and the back end of a Model T. 

Q Was the front end, the Rolls Royce, in the 
testing stage in late '68 and early '69, if you know 
“from your examination of the records or from conver- 
sations? 

A I would say it was in the testing stage and 
more. They were testing it and they kept trying to 
convert certain parts of the work load to it. 

0 Do you know what schedule they were on when 


they converted what part? 


MR. BEEBE: I object to extensive testimony 
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before the gentleman was there. I was blocked in that 
line of inquiry in my examination. 

THE COURT: Is that a hasis for competent 
knowledge of this witness, Mr. Brooks? 

MR. BROOKS: Well, the witness hastestified 


thatwhen he arrived in June or July he did have dis- 


cussions with employees that had been there in the 


past and had reviewed some of the records. . If he didn't 
learn this knowledae, he can't answer me. If he did 
perhaps he can. 

MR. BEEBE: I suppose it's also hearsay. 

THE COURT: I sustain the objection. 

Q Mr. McDonald, you testified that you had 
received a telephone conversation or you had a telephone 
conversation, perhaps a meeting with Mrs. Murphy and that 
she was dissatisfied with the state of affairs at McDonnell 
& Company, but you weren't sure whether Wee asked to 
withdraw her account or not? 

c MR. BEEBE: I object to the characterization. 
I don't think that's what he testified to. 

MR. BROOKS : I'm just trying to focus the 
en £°24 withdvew the characterization. 


Q I want to direct you to whatever conversations 


you had with Mrs. Murphy either on the telephone or in 


rdr4 McDonald-redirect 

writing after the time you came to McDonnell & Company. 
I want to ask you if she ever told you she had been 
asked to make her subordination in February of 

A My word, ™ mean words were used. Whether 
those were among them I can't recall. 

0) Can you tell me what she said? 

A Can I tell you what she said? 

@) In that vein. 

A She certainly expressed some doubts, at 
least, as to whether she had been fully and accurately 
informed. 

Q And what did you say to her? 

A Oh, 1 don’t. know that there was much I 
could say to her as to communications given to her before 
I was on the scene, in some cases by family members. 


What do you say? 


0 How about Mrs. Anna McDonnell, did she ever 


tell you that she believed she had been defrauded? 
A No, sir. 
MR. BROOKS: No furtner questions. 
RECROSS EXAMINATION 
BY UR. BEEBE: 
Q Just one or two questions on this Exhibit 3, 


' 


Mrs. Murphy's subordination agreement. 
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McDonald-recross 
Sir, this has a hundred-day withdrawal 
provis’on in there of some sort. Do you know if at that 


time the people who had this kind of agreement could with- 


@raw on a hundred days notice, and by that time I mean 


August, September 1969? There is also a provision 


in there about permitting the withdrawal unless the with- 
drawal will put the company over certain monetary 


limits. 


MR. BROOKS:1*° I think it calls for a con- 


clusion of law by the witness. 


MR. BEEBE: He was experienced 


THE COURT: I had thought it called for a 
statement of whether anybody made an effort to avail 
themselves of any clauses. 

MR. BROOKS: It wasn’t that narrow, your 
Honor. It was more in terms of iathee: nee was 


such a prohibition against availina oneself of that 
etauee, 

THE COURT: Do you want to direct his 
attention to the clause and ask him what he knows about 
it? 

Q Sir, you were well acquainted with the 


capital situation of McDonnell & Company in the summer 


rdr6 McDonald-recross 
and fall of 1969, were you not? 
A Yes. 
“MR. BROOKS: Your Honor, I am going to 
add an objection. I think befere we go along this line 


we first should establish whether any such demand was 


made. Because if it were not made then I think these 


questions are irrelevant. 


MR. BEEBE: I disagree completely. Te 
there was no purpose in making it, if it would be an 
empty act. That's the question. 

THE COURT: You have to go more than that. 
You have to prove peopie knew it would be an empty 
act. 

MR. BEEBE: That's what I am asking this 
witness. 

THE COURT: Let's qet down to that. 

Cc Mr. McDonald, I am trying to find the 
particular clause. I direct your attention to page 10. 

A That's where I am. 

Q You are already there. 

I'm glad you found it. 

I'm glad you found it. ‘11 read here: 

“Prior to the occurrence of an event of 


, 
subordination the owner shall have the right at any time, 
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and from time to time in each instance on at least 30 
days prior written notice @elivered to the corporation, 
to withdraw securities from an account if after such 
withdrawal the aggregate indebtedness of the corporation 
would not exceed 1500 per cent of its net capital 
determined in accordance with the capital requirements 
and regulations of the exchange applicable to the 
corporation as promulgated by the exchange and in effect 
at the time of the gixcnaewwer.” 

We are in the summer of 1969. 

Mrs. Murphy have withdrawn her funds -- 

MR. BROOKS: I object to the question because | 
that passage Mr. Beebe read is prefaced by the condition 
prior to the occurrence of the event of subordination. 

I think we can't answer this in the abstract unless we 


know there was such an event of subordination. 


MR. BEEBE: I'm getting at the 1500 per 


cent and then we. will euie. ahout construction of the 
instrument in terms of how it functions. 

I believe an event of subordination is defined 
on page 3, your Honor, top of page 3, 1ittle "g*, to the 
effect that the company goes bust. 

MR. BROOKS: I object to the characterization. 


I also object to the distinction that counsel 


rdr8 McDonald-recross 1849 
is apparently flying over between withdrawl of securities 
under an existing subordination agreement, which is the 
paragraph 7 he is reading, and expiration of the 
existing subordination agreement, which is where he 
staxted, paragraph la. I think they are not at all 
related. 

THE COURT: At this point I will overrule 


the objection. 


Are you able to answer that question? 


THE WITNESS: Could somebody tell me which 


question now. 

THE COURT: Whether in Auaust of 1969 
Mrs. Murphy could have taken her money cr securities 
out nee this agreement? 

That, I suppose, gets you down to the 
question of what the capital ratio was. 


oY 


THE WITNESS: Exactly. All right, I under- 


My answer has to be I do not know. I think 
that I have said before that we were into some very 
serious definitional problems since this was an early 
case in the distress of the Wall Street houses, and we 
really did not know in some cases what items could be 


considered capital for 325 purposes and what could not. 
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We had to presume the most conservative 


stance. I'm sure that if Mrs. Murphy asked for the 


return of her investment and it would be very difficult 
to interpret her attitude as anything else, we had to 
decline because we weren't sure whether that single 
act might put us over the 325 line. 

Q In any event, you did decline? The company 
did decline? 

MR. BROOKS: I object. 

THE COURT: Has there been any showing of 
a demand? 

MR. BEEBE: His last words were that it 
was hard to interpret her attitude as anything else. 

MR. BROOKS: Mrs. Murphy testified she 
never made a demand. 

THE COURT: I seem to recall some proof that 
could be so construed. In any event, vals uae speaks 
for itself and the jury weer have to makea determination 
based on the evidence before it. 

Go ahead. Next question. 

Q You mentioned after examining the subordination 
that was tendered to ycu in 1968 or early 1969 you made 
the determination that that was a risk that no professional 


investor would take. You just testified to thaton 


rdrl0 McDonald-recross-redirect 
Mr. Brooks' redirect examination. 
That was my conclusion. 
@) Was it a risk that a non-professional investor 
should take? 
BROOKS : XT object. 
COURT: Sustained. 


No further recross. 


MR. One question, your Honor, just 


in this area. 
REDIRECT EXAMINATION 
BY MR. BROOKS: 

Q Look at paqe la of the subordination aqree- 
ment, where it says: 

"The agrement shall expire the hundredth 

day following the day on which the owner delivers written 
notice to the corporation Cemanding termination of this 
agreement." 

A I don't see any la, counsel. 


MR. BEEBE: He means paragraph la, I believe, 


Q The first page, riqht about in here (indi- 
cating) 


Let me read that so we all have it before 
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“Expiration date shall mean the hundredth 
day following the dz:e on which the owner delivers 
written notice to the corporation demanding termination 
of this agreement." 
While you were functioning as an officer 
or consultant to McDonnell & Company, Mr. McDonald, 
did you ever get such a written notice from Mrs. Murphy? 
; a No, I don't believe I did. 
Q Did you ever get it from Anna McDonnell? 
A From Anna McDonnell 
Q In respect to Anna McDonnell's subordination 
agreement which we come to know has been dated -- 
A Her own personal investment? 
Q satis Anna MeDonnell's subordination agreement 
which is a form almost identical to this and it's in 


evidence. 


A You are speaking of her as an individual 


and net as trustee of the estate? 

Q Yes. 

A No, I don't believe we ever did. 

Q Did you ever see or hear of such a document 
being in the records of McDonnell & Company, which 
document might have arrived prior to your arrival in 


% 


late June and July? 


rari2 McDonald-redirect 
A No, I @on't believe I did. 


MR. BROOKS: No further questions. 


dl 


THE COURT: All right, Mr. McDonald, you are 


excused. 


(Witness excused) 


MR. BROOKS: Your Honor, we have now a brief 


reading from the deposition of Fred J. Stock, who is 


a deceased officer of the exchange whom we heard about 


in the testimony. Again Mrs. Solomon and Mrs. Lichstein 


will do the reading. The deposition was taken by Mr. 
Dubin a few years ago. 


MRS. LICHSTEIN: We are going to start on 


"i Mr. Stock, will you tell me something 


about your educational background, starting with approxi- 


mately qraduation from high school. 


« 


ie I graduated from Archbishop Stepinac High 


School, White Plains, New York, and from the Hackley 


e 


School, Tarrytown, New York. I then graduated from 


Purdue University in 1960. 
“0 What degrees did you take at Purdue? 
"A Bachelor of Science and Industrial 

Economics. 


a Did you have any further education or 
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training? 

“AD I've taken certain other special courses, but 
none leading to a degree. 

"Q What other special courses did you take? 

"A Courses in data processing, brokerage account~- 
ing, brokerage procedures, that type of course. 

"oO Where did you take those courses? 

"A Various places. The IBM schools, Pace 
College, New York Institute of Finance and New York 
University. 

: “@ How old are you, Mr. Stock? 

“A a5. 

"Q When did you first become employed on a 
full-time basis? 

"A July of 1960. 

"CO Would you relate to me in a chronoloaical 
order your vocational background? ; 


:. In July of 1960, I joined the brokerage 


firm of Dominick & Dominick, in the operations area. 


I worked through several departments there. And I 
believe it was January of '65, I went with the 

Midwest Stock Exchange Service Corporation as a systems 
representative. 


"Q What is a systems representative? 


"A A systems representative is responsible 


for converting broker-dealers to the computerized 
bookkeeping system offered by the Midwest Stock 
Exchange Service Corporation. 
"Subsequent positions with the Midwest were 
that of systems manager, and then a vice president. 
"o Is this still out in the Midwest Stock 
Exchange? 
"2 Yes, it is. In December of "68 I left the 
Midwest to join the New York Stock Exchange staff. 
a In what capacity did you join the New 
York Stock Exchange in December of, 19697 
"2 As Assistant Vice President and an Associate 
Director of the Department of Member Firms. 
"0 You ‘said Assistant Vice President and 
Associate Director of the Department of Member Firms? 
a Yes. 
“0 Have. you retained those titles to the 
present, or have you -- 
"A No, I'm now a Vice President of the 
Exchange. 
i, When did you become the Vice President 


of the New York Stock Exchange? 


ay About t wo and a half months ago. 
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") Prior to being made the Vice President of 
the New York Stock Exchange, you held the titles of 
Assistant Vice President and Associate Director? 

"A That is correct. 

"O What were your duties as Assistant Vice 
President in the year 1968 and 1969? 

A My primary duties were with respect to the 

" operational and enpitel surveillance of member 

organizations. 

*Q By capital surveillance, do you mean checking 
the Rule 325 computations submitted by member firms? 


"A Yes. 


"0 What were your primary duties as Associate 


Director of theDe partment of Member Firms during 


these same two years, 1963 and 1969? 

"A The same. 

“a Capital surveillance? 

“A Yes." 

Page 10: 

*o Would you tell me who your direct superior 
was, the gentleman you reported to? 

“A Mr. Robert M. Bishop. 

"0 Mr. Bishop was Vice President and head of 


the Department of Member Firms? 


Yes." 
Page 47: 

#0 Is there a procedure now in existence at the 
New York Stock sitll requiring the providing of 
financial data of a member firm to a subordinated 
lender, prior to the subordinated lender making the 
loan? 

"A There is not a procedure of the Exchange 
per se for it to provide data to the subordinated 
lender. 

“0 By procedure, you also include that there 
is no rule in existence? 

"A That's correct. The exchange does not 
provide any information to them. 

“0 I'm sorry, I'm losing you now. 

"A I say, the exchange does not provide any 
inf6rmation to the potential subordinated lender. 


"© Were.you aware in 1969 of the existence of a 


letter which has been termed a 'knowledgeability 


letter'? 
"A Yes... 


ii’, Can you tell me the genesis of this 


type of letter? 


"A That letter was required by the exchange 
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in certain instances to dispel the potential lender 
from any possible belief that he has a form of pro- 
tection from the exchange in conjunction with his 
biebtiad contribution. 

"Q Do you recall when the use of knowledge- 
ability letters first came into existence? 

"A I would think the first ones were required 
some time in '68 or 1969, on a selective basis. In 
1970, such language became incorporated in our 
standard agreements. 

"Q In the standard subordination aoreements; 
ie that) correct? 

ia. Yes. 

*Q Did the New York Stock Exchange draft 
suggested forms as to the subordinated loan agreement? 

a In what period of time? 

"a 1966, 1969. 


“A There was a general form that was used by 


the majority of member organizations. However, they 


did not have to specifically use that form. 

ge. Could the member firm use its own form and 
seek approval ofthe New York Stock Exchange as to the 
type of subordination agreement heina used? 


"A Yes. 


1859 

"9 And that was followed in many instances, 
I take it? 

"A In some instances, yes. a 

ik 2 You mentioned a few moments ago that the 
use of knowledgeability letters was required on a 
selective basis. Can you tell me who made the 
decision as to what member firms having subordinated 


lenders would have knowledgeability letters issued? 


“A That decision generally would come from 


one of three sources: Mr. Bishop, myself, or the 


coordinator for the member organization.” 
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"“Q Do you know who the coordinator was for the 
firm of McDonnell & Company during the year 1969? 

“A I believe during the year of 1969, there was more 
than one coordinator for the firm. 

“Q I believe one of them was Mr. George Newnan. 
Would that be correct? 

“A believe Mr. Newman became the coordinator some 
time during 1969. 

“9 Do you know who was his predecessor? 

“A I believe it was Mr. Schuett. . 

* Mr. Herbert Schuette? 

“A Yes. 

*Q You mentioned that in additioa to the coordinator, 
it was tt. Bishop cr yourself who chose what firm should 
issue a knowledgeability letter; is that correct? 

"A .Y¥@S~e 

“2 Be ‘eine unit as it relates to McDonnell & 
Company, informing McDonnell & Company that they were re~- 
quired to issues knowledgeability letters? 

| “A 2 don't specifically recall. 


"Q Can you tell ms what criteria you used in 


_ letter to its subordinated lender? 


“A There were not specific criteria. It was a 


determining what member firm should issue a knowledgeability | 
| 
| 


matter of judgment.. 

"Q And in <his judgment, you would take in all the 
aspacts as to the financial and operating conditions 
extetins in the mamber firm? 

"A Among cther things, yes. 

“Q What would be the other things you would consider? 


"A XY think another consideration would be who was 


the party contributing capital. 


"Q By that you mean the degree of sophisticaticn 
of the party? 

"A The degree of sophisticaticn, the degree of 
closeness to the member organization. 

“Q Do you recall approving a subordinated loan 
for the firm of McDonnall & Cempany during any part 
of the year 1969? 

"A I recall that there were capital infusicns 
approved by the Board of Governors during 1959. 

"Q That's the Board of Govuriors. Do you recall your= 
olf having seen applicaticns for subordinated loans to 
McDonnell & Company, in your capacity as Associate Director 
and Assistant Vice Seentdant’ 

"A I Amt recall having seen specific applicaticns 
or subordination agresmants in that period myself. 


"Q I believe you said sorsthing to the effect of 
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loan, end I believe I mantioned to you the degrea of 
sophistication. Is there any other aspect that you can 
tell ma about as to when you would choose to have a 


deperding on who.the person is, as to the subordinated | 
knowledgeability letter issued? | 


“mr, Brooks: Mr. Stock has told you of some other 
factors, Mr. Dubin. You mean other than those other eerny 
"Q you said degree of sophistication was one aspect. | 
Could you tell ma other ones? | 
“rs Brooks He already has told you other ones.| 
“Q° Would you be kind enough to tell me again? | 
"Mr. Brooks: No, he won't tell you again. We 

oily answer the sama question once.” 
Then there was an objectica, and then follows 


this question: 


"Q Would you define what you mean by ‘degree of 
closeness '? 

“A By ‘degree of closeness,* I would mean - 
otitis is the capital contributo: himself a member or 
allied member of the organization, or a member of his 


immediate family.. 


“Q What difference would that make to you in your 


| 
| 
| 
| 
| 
: 
| 
| 
| 
| 
| 


determination? 


“A Well, the members end allied members, particularly 
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these who are principal executives of the organization, 
as well as their immediate family, we felt were more likely 
to know all of the material facts about the condition of 
the organization than, say, scme customer who has an account 
there, and who has been asked to subordinate his account, and 
has absolutely no other relationship with the firn. 

"Q Did you maka an investigation to determine 
for veciumeic whether the proposed subordinated lender had 
indeed been informed of the financial and/or operating 
conditions existing at the member firm where the proposed 
subordinated loan was to take placa? 

"A No, wa did not. 

"Q But you did make a diffarent£ation in your mind 
as to the type of person making the subordinated loan?” 

There was a discussion and then another question 


was asked: 


"“Q you did make the differentiation in your mind? 


You said degree of cleseness— 
; “A This was cne of tha Pani Neale neki tien tata 
in our judgment as to whether or nct we should request 
a letter. 
"Q The letter we are talking abcut, tho 
knowledgaability lettar, can you define exactly what, in 
substance, that letter stated? | 
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“7 In substance, it. stated that they have made 
whatever review of the financial and operational condition 


4 


they are nct looking to the Exchange, its officers, governors, 
special trust fund, for any information with respect to. 
the firn, or any protection for their investment. 
"Q You have now named two criteria, that being 
the degree of giphtat tone ton and the degree of closeness, 
and you defined what you mean by degree of closeness. 


Were there any other criteria that you had in mind? 


“A I believe I also stated it was the financial 


| 
of the member firm they deem is appropriate; the fact that | 

| 

| 


and operational condition of the mamber organization. | 
"Q and you had determined the financial and operating 


condition of the member firm how? 


“A Based upon the information which the Exchange 


had on the firn. , ' | 

“Q Would you look to the last financial analysis | 

of the memo x firm's capital ratio, or did you look to | 

the past record for the member firm for the past year, or | 

what analysis did you make as to the financial and operating | 
condition? 

“A We probably looked at the most recent data we have.® 


MRS. LICHSTEIN: Page 79: 


' 


Have you hac, during the year 1969, conversations 
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or correspondence or meetings with any member of the 
Securities & Exchange Comaission in relaticn to the firm 
of McDonnell & Company? 

"A YeS~- 

“Q Would you tell me whether it was a correspondence? 

“~A x doen't believe I had any correspondence with 
the SEC staff. 

“Q Did you become aware of correspendence tothe SEC 
staft? 

"~ During 1969? 

"Q That's correct. 

"A t beliave there was correspcndence between the 
Exchanga and ths SEC. 

“9 Do you know who at the Exchange initiated or 


was the recipient of these correspcndence? 


“RN Wot specifically. 


"Q Did you have conferences with members of the SEC 
staff as it ralates to McDenneall © Company? 
| "~ At the moment I den't recall any specific cen- 
ferences as it relates to McDonnell & Company. 
"Q Did you hava ccnversaticns, phone conversations, 
with members of the SEC staff as it relates to McDonnell 
& Company? 


ai YesSe 
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“Stock 


Who did you have these conversations with? 


"ve had conversations with Mr. Barton. 


Joseph Barton? 
Yes. 


Of the New York Regional Office of the Securities 


and Exchange Coomission? 


“A 


“a 


aes 


Yes. 
Who else? 


I may have had conversations during that period 


with Messrs. Duffy, Sporkin & Pollack. 


"Q 


Those would be members of the SEC staff in 


Washington? 


“A 


“Q 


Mr. Duffy was in New York. 


Mr. Sporkin and Mr. Pollack are Washington SEC 


staff members? 


"2h 


“Q 


Yes. 


5 


Do you recall the substance of your conversations 


as to McDonnell & Company with thacu gentlemen : you just 


menticned? 


“A 


It would be a general discussion of the condition 


in the firm, as we knew it to exist at that particular 


moment in time. 


"a 


Were you aware, during the year 1969, of an 


investigation of the firm of McDonnell & Company by the 


sihs "Stock 
Securities & Exchange Ccamissicn? Were you made aware of 
such an investigaticn? 

“A I am aware that there was such an investigation. 
I'm not sure if I was made aware of it during 1969 or 1970. 

"Q Do you recall what the substance of this investi- 
gaticn as to McDennell & Company censisted of? 

"A As I recall, its initial fecus was on ccoopliance 
wit Regulaticn T. 

"Q Do you recall whether the investigatim included 
anything besides the investigatica of Regulaticn T? 

"A I believe that ultimately it includsd bcoks 
and reords and capital, as well as Regulaticn T. 

"Q Did you, diring the year 1969, evar ask anyone 
at the Securities & Exchange Commission to defer their. 
investigation of McDonnell & Company for any reasecn what- 
soever? 

"BA I would say no. 


“Q Are you aware of any otiier persen at the New 


York Stock Exchanga who asked the Securities & Exchange 


Commission to defer their invastigation of the firm 
of McDonnell & Company during the year 1969? 
"A X don't recall anyons so requesting. 
“Q Was it a policy of the New York Stock Zxchange 


+ 


to ask the Securities & Exchange Commission to defer an 
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investigation of a member firm while the New York Stock 
Exchange had its own investigation of a member firm 
presently in existence? 

“A I don't think there was a policy to make such 
a request per se. 

"Q Do you know of any instance where the New York 
Stock Exchange asked the Securities & Exchange Commission 
to defer the Securities & Exchange Commission investigation 
in light of the fact that the New york Stock Exchange 
was investigating one of its ow msnbers? 

"A During 1969, there were certain cases dealing 
with the books and dececie xctiee of the Exchange and of . 
the Commission, where the Exchange had discussions with 
the SEC steff to the effect that the Exchange was planning 
to bring disciplinary action, and that there may not be 
a need for the Commission staff to commence an acticn.. 

"Q Do you recall thet in relation to the firm 
of McDonnell & Company? 

“A Not specifically. It's possible that there were 
such discussions." 
Page 135. 


The testimony that we are going to now read 


refers to an exhibit already in evidence as Exchange Exhibit 


sihl0 "Stock — 


"9 Please look at Plaintiffs‘ Exhibit 66 and tell 
ma whether you have ever seen this document before. 

I also direct your attenticn to the bottom hand- 
written notation. 

"A I have seen this memorandum before. 

"9 The memorandum is dated April 7, 1969. The 
handwritten notation is dated April 17, 1968, with thea 
scukeninit, ‘Meeting of R.M.B.,' which is Mr. Bishop, 
"y.S.,' which is you, Mr. Stock, ‘and T. Murray McDonnell. 
No restriction imposed.’ Tho signature belew that is 
that of Mr. Schuette. 

Can you tell me the substance of the conversation 
between Mr. Bishop and Mr. T. Murray McDennell and yourself 
regarding the imposition of restrictions? 

: "A The basic substance was what steps the firn . 
was taking to correct their problems, as well as the self- 
imposed restrictions that they have put Satie business. 

"9 I believe your testimeny ccncerning Plaintiffs’ 
Exhibit 64 was that you had reccrrerded impositim of 
restrictions at thzt rmaesting. Thet dccicrent speaks of 


April 2, 1969, 


Can you tell whether you, first of all, agresd with 


neti impesing restricticns as of Arril 17, 1969? 


"A Zz did. 
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“9 Can you tell ma what changed your mind, within 
the 15 days, as to why restrictions should not be imposed? 

“A The steps outlined by the management of McDonnell 
& Company - 

*Q Did you incorporate McDonnell & Company's 
voluntary restrictions as the New york Stock Exchange 
restrictions? 

“Mr. Brooks: I don't understand the question. 

“Q Do you, Mr. Stock? 

“A I'n not sure that I understand it. 

“9 Is there a procedure whareby the New York 
Stock Exchenge can treat a voluntary restriction as its 
own restriction? 

"A Woes 


“) Did you treat the voluntary restricticns of 


McDonnell & Company as if they wore imposed by the New York 


Stock Exchange? 

"A. BOs 

“Q Do you recall what restrictions Mr. McDonnell 
imposed upon himself that changed your mind within the 
15 day period?» 

"A I did net state that iw es solely the restrictios 
which he imposed which made ms change my mind. 


"Q Would you tell m what other eriteria changed 


slh12 "Stock 
yeurnind within the 15 day period? 
“,; The othar various steps that were taken in 
edditicn to the self-imposed restrictions. 
") What are -- 
“~~ Were a contributing factor. 
" “What ara the other steps taken? 
"~ As I recall, they had rotained ccnsultants 
ana research people to help resolvs their prodlems. I 
believe they had their auditors working cn the situation 
with them. Cne of the things that was presented was tho 
tabeemaseion of ‘tr. O'Brisn as the president of the firn, 
to better manage the affairs of the company. 
"9 Do you recal’ whether Mr. O'prien, im your cpinion 
was qualified to be president of a member firm of the 
Naw York Stock? 
*?he Witness: po I get su2d far libel if I answer? 
"Mr. Dubin: No. 7 
“Mr, Brooks: Not by Mr. Nubin. 
"Mr. Dubin: Not by ms, and also it is privileged 
information in a lawsuit. 
"A I really hed no basis on sit pe aeternina 
whether or not Mr. O'Brien was qualified to manage a-- 


be president of a momber organizaticn. 


‘ 


| 


! 
| 


| 
| 


™" Do you know whether Mr. O'rpriesn had any experience 
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whatsoasver in the securities business? 

“A I don't believe Mr. O'Brien had experience in 
the securities business. However, ke had had considerable 
managerial experience. 

ws? you had mantioned as one of tha criteria that 
changed yur mind within this 15 day period, the aspect 
of McDonnell imposing self-restrictions. Do you recall 
whet self-restrictions were imposed by McDonnell? 

"”A among the self-imposed restrictions that I 
recall were they had discontinued advertising and cther . 
prometional activities. They wore not opening any new 
' offices. But certain limits on the types of securitics that 


they would let their customers treda ine Pt certain: 


restrictions in on minimum margin required for new accounts. | 


Ytems like that." 
Page 143: 

"Q Do you recall informing the Securities & Exchange 
Commission of a violation of Rule 3°%5 by McDonnell & 
Company during any time of the year 1969? 

“A Informing them? 

Yes, sir. 
Or violution during the year? 
Informing them of a viclaticn. You have learned, 


as your testimony has revealed, that you were aware of the 


1873 
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Octeber 31, 1968 violaticn, ths January 30, 1969 violation. 

"~A Is your question, though, did we inform them in 
1969? 

" That's correct. 

"x IZ would say wa discussed the fact that there 
had been a violation or violations, during 1969, with 
ths SEC. 
| “9 Do you recall who you discussed this violation 
with, or violations? 

"A / would Say Mr. Barton, lr. Duffy, Pollack 
and Sporkin. 

"9 Do you recall any one of thease gentlemen in 
particular, or it could have been any cne of them? 

"A These are the gentlemen with whom I frequently 
had discussions en similar situations.” 

MRS, LICHSTEIN: We are finished, your Honor. 


MR. BROCKS: 2 would call as the next witness 


Robert M. Bishop.- 


ROBERT MM. BIS H OP, called as a witness, having 
been duly sworn, testified asfollows: 
DIRECT EXAMINATIG 


RY MR. BROOKS: 


Q I will ack vou for the record, Mr. Bishop, by 
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whem are you emplcyed?. 


‘the New York Stock Exchanga for 20 years. 
In what capacity are you presently employed? 
Senior vice president. 


What are your duties in the office which you now 


PN I supervise all regulaticn by the Exchange of 
its msmber firms and the floor of the Exchange. 

Q Is that where the actual trading goas cn of 
securities? 

A Yas. 

Q Can you tell ms what your educational background 
has been? 

A I am a graduate of Unica College in Schenectady 
with a Bachelor of Arts degree in american civilizatioa; 
~ have a Master's degree frou Trinity College in Hartford 
in public service; and I was én Air sessile it Sil and went 
throagh their educational program; and then I have had 
a in securities at the Exchange - 

Q pid the Master's course which you took require 
a thesis? 

A Yes o 

Q pid you write one? 


A YeSe 


Bihlé6 Bishop-diract 
Q What wis the thesis? 
A The public sarvice function of the New York 


Stock Exchange. 


Q Did you have employment other than the survice 


before your Air Force day3? 

A Yos. 

What was that? 

A X was assistant Girector of public relations 
at Union Collega fortwo years. Then I was director of public 
relations at prinity Colleges for eight. 

Q And then came the servicsa? 

A No, the service cama in between my graduating 
and my working for Union. 

Q Wes that World War II, sir? 

A Yes. 

Q Where did you seek employment when you finaliy 
left the campus? 

A The New York Stock Exchiajee 

Q And in what capacity? 

A In 1955 ZI becam assistant to the pean ition 

Q Would you trace your career briefly between 1965 
and 1969, just tell us the offices you held and generally 
what that meant and what you did in these officss? 


A Yn 1960 I want into regulatory work as associate 
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director of what was called the Department of Membar Firms 
liaison. “I really went in order to build a new examination 
system for registered representatives, the psople who sell 
securities. The exchange conduct examinations when —,- 
becows registered representatives in order to make sure 
that they arewell qualified. 
That also had member firm relations activities, 
and I was engageé in those activities for about two years. 
Then I went pretty moch full time into regulatim | 
as associate director of the Department of Msmber Firms, | 
of which the momber firms liaisoa department had been a | 
section. | 
And in 1963 I becama a vice president as well as | 
associate. director of the Department af Member Firms, | 
and also immediately X started directing the department since 
the director had a anieaad attack, but he didn't retire until 
1965 when I firmly became director of the ‘Department of 
Member Firms and continued being that until I think about 
a “year and a half or two years when I becams a senior vice 


president, and then took on the additional duties of 


just been regulating the membsr firms. 
Q Do you still regulate member firms? 


A The staff umder ma does, yes. 


| 
| 
regulating the floor cf the exchange. previously I had a. 
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Q I take it in 1968 and 1959 you wera thse head 
‘of the Dapartment cf Member Firms, and that department had 
regulatory jurisdicticn over McDonnell, is that true? : 
A That's trua. 


Q What kind of legal entity is the stock exchange, 


MR. BEEBE: Cbhjection. I think we should go back 
to the time pericd involved. 

MR. BROOKS: We do plan to taka that trip, your 
Honor, but we thought we would start — 

MR, BEEBE: The present structure of the exchange 
is irralevant. What they were at tha tima is, of courses, 
what matters. 

THE COURT: If it's. only a matter of relevance, 
let's get a little background. 

Overrulod. 

BY MR. BROOKS: 

Q Whet kind of legal entity is the exchanga? 

A I think what is iuieed ss nonprofit corporaticn 
under New York State law. 

Q Let's take Mr. Beebe's question, sir. Where 
did it all’ start? Give us just a brief skatch of the 
history of ths New york Steck exchange from where it started 


to whera it got to be a nonprofit corporatica. 
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Okay. 
The stock exchanga started sort of informally 
in 1792 when there weren't many securities in the United 
States; they were mostly government securities, and SOnS 
pecple sometimas wanted to sell them to somebedy else. 
And so cities who were storekeepers started 
Going this as an extra functicn, and eventually they saw’ 
the desirability silt heaietetcte together once a day, and they 
started meeting under a buttonwocd tree in Wall Street 
at 11 o'clock in the morning to trade in these government 
bends,and ‘they formed a constitution to govern this trading. 
It, for example, contained a clause that they would pronote 
just an equitable principles of trade among their mambers, 
which is still the first article of the exchange's con- 
' stitution. 
. Wall, this enterprise grew over the next 150 years 
and becama quite large. it had many different securities 


- Jisted. 


As the country grew, the canals and the railroads 


css saenamaisatinarreupstinsninses cesta rCa rt Sanat AP: 
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Band then the industrial companies in the last century, - 
as they becama large and needed to be traded in a central 
market, they were traded on the exchange, end it got to 
the point where the exchange was trading every security 


sigultaneously on its floor all day long, and that is what 


cent cenaecantacteeee etic 
<< coer eecnmanenn emanate ery tennant 
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has been going on for tha last 75 

In 1934, of course, the 
camo along ard gave us a Semawhat 
in that that act of Ccngress gava 
regulating our members; you know, 


law. Previously it had cnly bsen 


years or 50. 

Securities Act of 1934 
diffarent legal being, 

us a respensibility for 
it became a matter of 


ens of cur own constitutL 


but we carrisd cn doing mest of the sama things that we 


had praviously developed in regulation. 


Now -- I guess I am taking tco lerg -- by the 


tims ws coma up to this 1968, 1659 periad, we were what 


wa had becoma over those years, and wa ware still what we 


had started out bsing, an unitcorporated asscciation of 


memboras as far as the kind of Isgal entity that wa were 


thon. 


SOUTHERN DI‘ 4ICT COURT REPORTERS US COURTHIC Ss! 


Bishop-direct 18890 

Q After the passage of the Securities Exchange 
Act of 1934, did the exchange acauire a supervisor? 

A Yes, we did. 

Q Who was that? 

A The Securities and ExchanqeCommission. Tt 
took a year or two to get oraanized, but it was pretty 
effectively functioning by the time we got to this 
"68, '69 period. 

Q As you went about your business 4s the head 
of the Department of Member Firms did you from time to 
time encounter the supervision by the Securities and 
Exchange Commission? 

A Yes. I considered that we were co-workers 
doing the same work. 

0 I take it you in turn supervised the member 
firms of New York Stock Exchange? 

A Yes. 


Q Dia the Securities ani Exchange Commission 


do the same thing? 


A To some extent. They looked over our 
shoulder at what we were doing and did some supervision 
in areas that we didn't do much in. For example, the 
underwriting area, they would look at what member firms 


were doing in that. Or if they had some reason for 
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doing so they might do the same thing we were doing. 


‘@) Let me ask in common terms, Mr. Bishop, your 


understanding of the scheme of regulation. Could you 


put a member firm out of business if proper showing 
was made? 

A Yes. 

6) Could the Securities and Exchange Commission 
put a member firm out of business if a proper showing 
were made? 

MR. BEEBE: Objection to relevance. 
THE COURT: Overruled. 

A Yes. 

@] Could the Securities and Exchange Commission 
put the stock exchange out of business if a proper 
showing were made? 

MR. BEEBE: Same objection. 
‘HE COURT: Overruled. 

A Yes. 

Q Tell me about the exchanae,in about January 
'69, who were members of the exchange first of all? 
Let's start with that. 

A Well, we have people whom you probably 
heard ahout as having seats on the stock exchanqe. 


They are the members. They are individuals. ' By 
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provisions of our constitution, there are just 1366 
seats. 

Originally they were chairs where you sat 
in a room to trade. But by the time this period came 
along it was just the right to go on the floor physically 
and make a trade in the trading crowd. There were only 


1366 such opportunities. If you wanted to become a 


member of the exchange you had to purchase this privilege 


from somebody else who was leaving for some reason or 
other. , 

These people were the members. 

O While you are on the subject of purchasing 
those seats, Mr. Bishop, do you recall what one of those 
seats was selling for in and about June of 1969? 

A About $400,000. 

° Now, how doyou get from a member, which is 
live person walking around and sitting in these seats 
once in a while, and a member firm? What is the 
relationship between the two? 

If a member is associated with any securities 
brokerage firm, that firm has to be a member firm. And 
if it doesn't qualify for being a member firm, 
then the member has to leave it. Therefore, a member 


firm gets to ge a member firm first by having a member 
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associated with it, and second by being approved by 

the exchange as a member firm. In order to be a member 
firm it has to aqree to abide by the constitution and 


rules of the exchange, to have all of its people subject 
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to the regulatory jurisdiction of the exchange. We are 
able to put any person out of the firm with due showinac. 
And they have to have certain types of people qualified 
with us in the kinds of examinations and other thi 


that I mentioned a few minutes aac. 
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Q Do those people who are approved as officers 
or partners in member firms enter into any kind of an 
aqreement with the exchange to abide by the rules? 

A Three categories of such people do. First 
the members. These agreements are all similar. 


Second, what we-call allied members. They are the 


other general partners or voting stockholders in member 


firms. in the period we are talking about. In general, 
these people were principal executives in the firm. 

Now, it was also possible to be an officer 
of the firm, say a vice president, without being an 
allied member and a voting stockholder. But 
practically all the officers of the firm were also 
allied members. 


The third category were what we call 


eee seventeen SAE CRANE Ct CTD at 


SOUTHERN DI tiICT COURT REPORTERS. 115 COURTHOUSE 


ey “1. hf MEW! VYeome 


rdar5 Bishop-direct 1834 
registered representatives. They were the people who 
were not allied members but who service customer 


accounts. If you wanted to buy or sell a security, 


they are the ones who would give you advice on doing Lt 


1 


and take your order, see thatit got put in properly, take 
care of relationships with you. they are registered 
representatives. 

Q I take it from your explanatiun member firms 
can be both corporations and partnerships? 

A Yes. Prior to 1954 they all had to he 
partnerships. But beginning in 1954 they could be 
corporations as well. 

0 What is the equivalent of a partner where 
the member firm is 2 corporation? 

A In this period it was a voting stockholder. 
‘We had two kinds of stock, voting and non-votina. 

The people who ran wine firm owned the voting stock, and 
the people who were net in the firm or who weren't 
important enough for the firm to judge that they were in 
the top running group had non-voting stock. 

0 Now, would the people who have voting stock 
have to be approved by the exchange? 

A Yes. 


What would they be? Would they bé members 


rer Bishop-direct 
or allied members? 

A | They would be allied members. 

2) Let me show you -~ 

A They could also he members. 

O Let me show you Exhibit 13, which is the 
application James F. McDonnell, 

sir, and ask you if is t type of aqreement 
that you referred to before when you said an allied member 
abide by the rules, and so forth? 


in a little paragraph 


Thank you. 
THE COURT: Would this be a good time for a 
recess, Mr. 
Yes, your Honor. 


We will recess then. 


(Recess) 


(In open court: jury 


BY ME. 


Q Can you tell us the basic divisions or depart- 
ments of the stock exchance in and about 1969? 
A We had a floor operations department which 


provided the clerks and coupon men and personnel who 


e 


helped members run the floor. We had a st 
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department having to do with the listed companies and 
listing stocks on the exchange. 

@) Is a listed company eomething lixe General 
Motors or ATT? 

A 1 companies 
trade in, or bonds. 

We had my department, the department of 
cuheine firms. We had our stock clearing corporation 
which has to do with exchanging the money in securities 
four days after the trade is ade on the floor. 
we call settling the trade. I believe we 
beginnings of our depository trust company, which 1S now 
a bank subsidiary which holds customers securities 


in the names of the firms with whom they are on depcsit. 


And then we had the usual kinds of things that any 


corporation has or any business enterprise, like the 


treasurer's office and controller's wt ticn and a 
personnel department and a building company that has the 
cleaning people and runs our building, and the guards. 

I think they are the major ones. Maybe I 
have forgotten someone. 


Q I think you have qone far enoudh for our 


The floor department then had two parts. 
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It had floor operations, which I described a minute 
ago. Then it also had floor regulations. That was 


a separate section. 


Q We have had introduced as Plaintiffs’ Exhibit 
34 the New York Stock Exchange constitution and rules. 
Does that constitution and those rules have to be 


approved by anybody other thin the stock exchange 


* © 


before they are affected? 

A Well, the word “approved,” I think you are 
correct in a sense in that they originally had to he 
filed with the Securities and Exchange Commission and 
they had to find that for certain things expedited 
in the '34 Act that our rules were adequate. So that 


in that sense they approved them. 


and I don't remember the exact date, we had -- well, 
before that we had a file any changes in our rules 
with the SEC once a year, we have to make sort of a 
resubmission of our constitution and rules at the 


beginning of each year with any changes. 


| 
i 
| 
Then beginning sometime.in the late ‘60s, 


\ 
a 
’ 
“ 


Then sometime in the late '60s we had to 
start filing proposed rule changes with the SEC I think 
three weeks in advance of our being able to have the 


board of directors approve them. There was a provision 
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for emergency action to shortcut that procedure, hut 
it's hardly ever used. 

Q Which of the rules and which of the provisions 
of the constitution did you work with in supervising the 
member firms that you had charge of in and about January 
of 1969? 

A Well, there are a great many. It must he 
about half of the rulebook which is about this thick 
(indicating).:‘ And up at the top of each page in the 
constitution aaa rules there is alittle line that says 
who is responsible for supervising the rules on that 
page, and on ours it says department of member firms. 

It's basically all the rules having to do 
with the books and records of member firms, their 
financial responsibility, their conduct in sales 
activities in their offices around the world, super- 
vision of firms, and that type of thing. 


Q How many employees were there in the 


department of member firms in and about January of 


1969 to supervise the application of these rules? 

A Around 250. 

9 Tell me what tools or methods you would 
use to supervise the averaqde member firm that did 


business with the public such as McDonnell? 
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A Well, we had our department divided up into 


sections, which each had its own techniques. 


Would you like me to try and cover the 


whole scope or some part of it? 


@) Well, we have heard lots of testimony about 
an audit here. Why don't you start with the role that 
an audit played in the supervision by your department of 
member firms and perhaps work from there and tell us 


what other kinds of reporting tools or devices you had, 


what methods you had to inspect on your own and we will 


nove on from there. 


A I guess this would come in the area of 


financial and operational surveillances as 


contrasted to sales surveillance, which we had somewhat 


different techniques for. 


4 


In the area of financial and operations 


a 


surveillance both our rules and the SEC's rules were 


parallel in this. respect: that we both required that 
ecch broker-dealer doing business with the public have 


an audit each year by an independent public accounting 


firm, 
We and the SEC, our rules were identical in 


this respect, and we each required what the auditor 


And as compared with the 


should do in that audit. 
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usual industrial audits, we required them to be much 
more thorough. “hey had to,for example, what we Gall 
requests for confirmation to every customer with whom 
the firm had an open securities account and to every 
broker-dealer that they had an open securities account, 


and to every bank for every security and every loan 


in the bank, and every transfer agent. 

Now, in many other types of businesses, the 
auditor would be permitted to only send to a sampling 
of his own choice. He would decide ie much of a samplina 
needed to be made. 

At any rate, and maybe I'm getting too 
detailed, the audit was one tool and the auditor had to 
fill out a questionnaire based on the audit which was 
submitted to the SEC and *1e exchange. 

Q Let me show you Exhibit Z, which is the 
report or the ae to financial quesionnaire submitted 
by Lybrand, Ross Brothers & Montcomery for McDonnell 
“& Co. as of October 31, ‘68. 


Is that the end product of the audit you 


have been describing? 


A Yes. Do you want me to go on? 
MR. BEEBE: I think he should finish his 


answre. ' 


Bishop-direct 1891 
THE WITNESS: I finished it on that question. 
THE COURT: Put your next question, Mr. 
Brooks. # 


(@) Now, did you have any other reporting 


devices Similar to the audit done by the accountants? 


What were they? 

A This came in once a year and we wanted to 
know more frequently similar information. So we 
had another form of questionnaire which the firm had to 
fill out itself whenever we asked for it. 

Now, it was our uSual practice to ask for it 
twice a year and we divided the ae up into four-month 
periods. The auditors would tell us confidentially 
what month they .were going to make their audit in or what 
third of the year. Then we would send queationnaires 
to the firm in the wane two thirds. 

If we wanted to we could also ask them to 
do it more frequently, but normally we just got three 
a year. 

9 You mentioned that the -- 
A I think { eae add to that that in order 
to have some assurance that the firm was being honest 


: . ’ * 
in reportina to us, we had our own staff of examiners 
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who would go into the firm occasionally, usually once a 
year, and take one of iia questionnaires that the 
firm had submitted along with them and look at the 
firm's hooks and records and see if what was er 
to us on the questionnaire was accyrate. 

Q Let me show you Plaintiffs' Exhibit. 28, 
which is Mr. McElroy's report of McDonnell Company 


dated April 24, '69.- 


Is that the end product of such a visit 


that you Sesrviied a having been part of your proqram 
and undertaken by examiners? 

A Well, it's yes and no. This one, it says 
"Limited examination visit," is the title. It means 
that he apparentiy was not doing everything that he 
might have done .if he had gone in on one of these 
routine visits. 

In this es he was looking at what the 
auditors had reported as of October 31, 1969 -- 

Q ‘68. six, tan't it? 

A You are correct. And that he was also 
looking at a questionnaire submitted by the firm as of 
January 30, 1969. So a ee looking at two of them. 

Q You mentioned that the SEC's audit rule and 


the stock exchanges were the same or were parallel. 
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the SEC have a capital rule? 

A Yes, they do. Mayhe I ought to modify 
my previous answer a little bit. We did have something 
beyond what the SEC had, and that is we required the 
audit to be on a surprise basis at the time; the SEC 
did not. 

a) Does the SEC have a capital rule similar to the ! 
capital rule that we have heard discussed in this case 
fairly often, rule + 325? 

MR. BEEBE: Your Honor, excuse me. 
going to object to questions about the SFC in the sense 
that the New York Stock Exchange is here on trial. and 
not the United States Securities and Exchange Commissi 


THE COURT: On that ground I will overrule 


You may answer, sir. 


A Yes, it’s similar. 
Q Does, the SEC's capital rule apply to 
New York Stock Exchange member firms? 
A No. 
@) Why is that? 
pay The SEC's capitai rule has a provision 
in it that allows the SEC to exempt members of national 


securities exchanges €xum the SEC's capital rule if the 
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SEC finds that the exchange's capital rule is -- I 
can't remember the exact words, but it means more 
comprehensive or more difficul:: than the SEC's capital 
rule. 

MR. BEEBE: I snould press an objection that 
the rules themselves are the best evidence of what the 
rules provide, if there are further questions along this 
line. 

THE WITNESS: I would like to add to my 
eeiens there is a paragraph in the SFC rule that lists »« 
the exchanges that are exempted as having been found to 
meet the defendant, and we are one of the 
that are exempted as having been found to 
test, and we are one of the exchanges listed. 


Q Let's move on to the other tools that your 


department used in January 1969 to keep track of its 


memper fixws. Were there any other reports that 4 firm 
was required to submit on a perioiic basis? 
: A In 1969? 

Q Yes, about January, February. 

A I can think offhand of two more. One was 
we started something called a fails report. I think 
maybe we started thatin 1968, which was a monthly 


’ 
report on a kind of incomplete transaction called a fail, 
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and the total number of those or total dollar value 
that firms had in @ifferent categories. 

Then we had another report called a special 
operations questionnaire which gave a little bit of 
financial information but it mostly qave information 
that permitted us to estimate what the books and records 
condition of the firm was, whether they were in acod 
order or not. We started that in 1968. That was 
required of all firms quarterly and of quite a numberof 
firms monthly. 

@) Can you tell me of the genesis of the, 
i 
special operations questionnaire? You said it started | 
' 
in LOGS. why did it start and how was it desianed? | 
A How was it what? i 
Q Designed. 
A Well, when the volume of business handled by , 
member firms i cleh aes point where their staffs and ms 


» 


normal errors started to creep into the member firms 
generally, we decided we needed some new technique for 
being more current and for identifying just which firms 
and in what departments of the firms unsatisfactory 


conditions might be arising. 


And the financial questionnaires didn't cive 


i 

! 
their systems were being overtaxed and more ; 

h 


SOUTHERN DI 1 ttCY COURT REPORIITRS (8S COURTHIONAE 


Ter Bishop-direct 

us enough deteil in that respect and 

ceekusnt anmeek So we assigned some of our examiners 
to sit down and write questionnaire that would develop 
more operations type information, and that's what these 
special operations questionnaires were. It was written 
in, say, March or thereabouts of 1968 and put into use 
immediately. 

Q What about profit and loss information 
from member firms, did you receive that? 

A We on that once a year in what were called 
the income and expense reports which were primarily 
designed in connection with -- the exchange also establish 
commissions which all member firms had to charae on 
listed securities trades,and this was designed 
primarily to allocate the costs and revenues of a 
securities firm to the commission business as opnosed to 


the other types of business that they did. 


.@) I quess the principle that would be applied 


would be that big money makers pay the most because 
they have a percentage of their commission that goes to 
the exchange? 

A You are talking about registered representa- 


t 


Well, you said you want to keep track of 


' 
| 
1 
| 
ed 
| 
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their commission business? 

QO Yes. 

A Because we had some special duties in that 
respect. Most businesses aren't permitted to charge 
the same prices that other businesses do in cooperation 
with the others. Macy's and Gimbels can't get toqether 
and decide to charge the same price. But stock exchanqe 
firms could, and the stock exchange set those rates 
with the supervision and approval of the SEC. And that 
is the reason — we got this information. 

0 Part of your reculatory function? 

A Yes. 

.@) Now, Sti ‘ose a customer of a member 
out in DesMoi.. has a complaint. Can that complaint 
get a favorable reception at some office of the exchange? 

A ‘ We had a complaint division under 


me where all such inquiries and complaints from 


customers coming anyplace to the exchange” were all 


funneled into this division who would look into it 


and correspond with the customer. 

Now, I quess I haven't gone guite far 
enough three. We also had another place. We had an 
arbitration facility where disputes that couldn't be 


, 


readily resolved were heard by, in effect, a 4ury. 
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It's sort of a small court procedure, less formal than 
courts, called arbitration but authorized under New York 
State law for settling disputes between customers. 

Sir, could I suqcest we move 
from DesMoines to New York and bring thinos a little 
closer to the facts at hand? 

MR. BROOKS: I am just ahout to, your Honcr. 
Q Could a subordinated lender avail himself 
of your inauiry and complaints department or your 
arbitration facilities if they felt they had a qrievance 
against a member firm? 
A 
Objection to relevance. 
THE COURT: How is this relevant? 


MR. BROOKS: As I understand the complaint 


against the exchange, it's being charged with failure to 


properly regulate. 

MR. BEEBE: In part. 

MR. BROOKS; If there is a facility available 
which someone who feels he's aggrieved has not taken 
advantage of, it's relevant to that claim. 

MR. BEEBE: I'm not sure how even mentioning 
that kind of question can pertain at all to the 


question here. 
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THE COURT: I think I°11 overrule that 
objection. 

A Yes, they could. In fact, many arievances 
provided that the dispute should be arbitrated. 

oO Do you know from time to time that subordinated 
lenders do avail themselves of these facilities? 

A ay do. 

Q Mr. Bishop, as you no doubt know there has 
been a Lot of controversy in this case about the New 
York $1 Exchange capital rule, rule 325. Could you 
tell n the objective of that rule is? 

A Well, its objective arises from the experience 
of the stock exahenae, and I think it was oriainally 
written in the 1920'sand has developed since, where it 
really has two objectives. 

One is to make sure that firms have enoudh 
cash *o meet the needs of paying out piesa menace and paying 


other brokers, and so forth, in tha normal course of 


their business. We call that the liquidity aspect of 


the rule. 

Its second objective is to bring some 
harmony between the amount of capital that we require a 
firm to have -~- hre I use the word "capital" as being 


. . . * ' * 
their net worth, as we use it -- in comparison with 
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the risk and the kinds of business they engage 

And to give you an example of what IT am talking about, 
if they make markets in securities and consequently buy 
securities and have positions in them in connection with 
their business, they do underwritinas where they are 
buying security positions, we do not allow those 
security positions at full value as shown by the market: 
instead we discount them by the amount which we think 
they would decline under severe conditions. We call 
that a haircut. ' For common stocks like American 
Telephone, it's 30 per cent. 

Q During this period would pu be in agreement 
with the statement that the rule provided’ a maximum 
capital ratio of 2000 per cent from member firms? 

A Yes- 

Q bid the department of member firms or other 
responsible officers of the exchange ease the authority 
to grant an exception to that rul* 

A Yes. 

Q Did the same officers have authority to make 
a more stringent requirement on a particular member firm? 


A Yes. 


Q Did you during this '68 ad '69 period have 


> a 
occasion to make judgments in respect to what was good 
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capital and what was not good capital under the capital 
rule? 
Yes. 
Was that unusual? 
No. 
re) We have heard a lot of talk in this case 
about stock record differences. Can you tell re 
whether stock record differences would be an example 
of a problem on which you had to make a judament in 
'68 and '69 in respect to the capital rule? 
A Yes, they were that kind of problem. 
@) Wild you explain what the problem of a stock 
record difference was ana ©aAat kind of judament had to be 
made and what the considerations were? 


A Well, whenever a bookkeeping error is made 


in the accounting for the securities held by a firm 


. 


as opposed to its cash, that error would likely be 
reflected in its stock record, which I think you have 
heard before is a list showing on one side what stocks 
they are supposed to be holding for what cuatomers 
and on the other side where the stocks are supposed to 
be. 

So if an error is made,for example, if 


McDonnell & Company -- if I was a customer of McDonnell 
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and if they had mailed the stock out to me and they 
didn't note that in their records it would show me as 
still owning a stock but yet they have mailed it to me 
so they would be short on their records, although hey 


weren't really short but their records would show tha 


they needed the stock for me that they didn't have. 

All kinds of errors flowed through into the 
etiock record, and the question was whether we should 
impose a capital charge on a firm in respect to those 


errors. That was a kind of question that came up every 


now and then. 
ce] Why hadrit this question been settled 
long ago? 
MR. BEEBE: Objection. We don't know 
that ic wasn't settled long ago. There is no foundation 
for thatgquestion. 2 
THE couRT: Let's lay the foundation. 
Q Mr. Bishop, I teke it from your testimony 
that you were required to make judgments ahout stock 


‘record differences in ‘68 and ‘69? 


MR. BEEBE: Objection. Thatwas not his 


testimony. 
THE COURT: Overruled. 


Is that correct? 
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A Yes. 


@) Well, can you tell me why there had not ween. 
developed a sett)~1d practice or a provision of the capital 


rule to cover stock record differences? 


MR. BEEBE: Objection to farm and foundation. 


THE COURT: Overruled. 


A It came up infrequently. On the few 


occasions that it did come up earlier, we had made 


decisions which gave us an experience for the new questions 


that were to come. 
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Did it coma up more frequently in 1968 and 1969? 

Yes. 

Why? 

Pardcn? 

Why? 

Well, fermerly the bookkeeping errors were not 
in large enough quantity to bs significant. The stock 
cuanes differences had been relatively isolated. 

I can remember may. two or three in the early 
parts of the '60s, but you know, I suppose a couple of 
hundred firms at least had larga stock record differences 
in 1968 and 1969. It was a genera] industry problen. 


Q Tell ma what jwigments you made with respect‘ 


to the treatmant of stock record differences as good capital | 


er not as good capital. 

A Well, our experience had been in going through 
these instances that we had had cevesienntie previously 
that the errors would get correctc4 and there would ba 
no actual loss, so that we ordinarily did not charge short 
stock record differences to the firm's capital. 

Q Lat’s try to set the scene a little better hafore 
we go further, Mr. Bishop. 

Who wat your immediate superior in 1968? 


Mr. Arning. 
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Q And who was inmediately below you in the chain 
i comand? 

A In this araa, Mr. Stock. 

Q So with respect to McDonnell & Company, would 
a coordinator be below Mr. Stcck? 

A Yeas. 

Q We know that Mr. Schuette was one ccordinator 
succeeded by Mr. Newman. 

A Yes. 

Q Let's suppese that a firm violates cne of the 
rules that you have jurisdiction over, a record kneping. 
rule or a capital rule, what did your department do in 1969 
when that was discovered? 

MR. BEEBE: Objection. Hypothstical. 

MR. BRCOXS: I am just trying to get the ganeral 
practice your Honor. 

THE COURT: Overruled. % 

A Pirst ws had to decides wi..ther we thought it was 
a significant violaticn. With tras complexity of our rules 
and dotail it's hard for paople not to have seme departures 
from it in the ordinary ccurse that ara just normal, but 
if wea thought that it was a significant violation than we 
would set about seeking to bring disciplinary action against 


g them, which we would ¢> by drawine up a charge memorandua 
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and submitting it to an appropriate body. 

Q What do you do aboutthat violation there that's 
in existence? Do you do anything to correct it? 

A Qh, wall, 1£ it was something sericus, yes, we 
woild get it corrected first before we addressed ourselves 
-to the disciplinary possibilities. 

Q Is the violation of the capital rule such an event 

A Yes, it is, always. 

Q And record keeping rules? 

A Yes. rt depands cn the record keeping rules » 
ho.’ serious they were. 

Q Did the rules themselves besides the capital 
rule provide for any penalty when there is a violation? 

A No. 


How about the record keeping rule? 


Q 
A No. 
° 


Does it say if you have got a bad book and a 
kad record you get such and such pii-alry? 
A Yo, it does not. 
Q How does the penalty work? How do you decide 
m who gqeis what for what? 
A Well, there ia a provisica of tho constitution 
that provides that for violaticnus of rules, censures, fines 


S or wuspensions or expulsions may ba imposed after dux process. 
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What do you mam by due process? 

A The same sort of thing we are going hired right ig 
here in this courtreom, namely, giving the persen who is 
said to be at fault an cccasicn to know exactly what he 
is charged with through a written charge memorandum; then 
giving him an oppertunity to reply to it in writing; to 
permit him to appear at a hearing and ccnfrent the people 
“he are charging him and the witnasses, and questioning them 
just as is being done here. And then scme competent body 
comes up vith a decision just as the jury is doing ack. zt 
is ths sams sort of procedure. 

Q At the exchange in 1969 who was: ithe competent 
body that would make adjudications cn these charges? 

A In the case of a capital violation type of 
charge it was the Board of Governors of the exchenge, which 
is the same as the board of directors; ae they asctigned 
or delegated responsibility for secant the hearings, 


for being the jury, in most instanci..:, to a committee of the 


Q Was thare any procedure whereby the exchanges 


eculd avoid 211 this due precess stufgfand just put a 


board called the Advisory Cormittee. _* ; 


member firm out of business with just a snap of the finger? 


A Yos ~~ not auits a snap of the finger, but more 


a 


| quickly. 
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Can you tell ms what provision that was? 
‘Well, there is another section of the constitution 
which provides for a summary procedure to be used in 
extrernaly serious cuses. 
Q Do you know what provision of the constitution 
that is? 
A yes, that's article 13 of the constitution. 
Q What kind of a showing do you bave to rinks to 
do it like that or maybo just a little slower? 
A Well, the language of that section is tht 
the board -- ari here the board can't delegate it to 
a comzittee -~ the board has to find that the firm is in 
such financial or operating cenditicn that it can't 
continus in business with safety to its creditors. That. 


means its customers. 


Q Has that provision ever been exercised to suspend 


a member firm? 

A Gccesicnally. 

Q Let's turn our attention for a momesat - and 
Iam sure it's tims wa did - to the firm of McDonnell 
& Company: 

In about Peacer=or of 1968 did you have an 
awareness of appreciation of the characte> and quality 


* 


of the firmct McDonnell & Company as one of th» firme 
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under your charge? 

so 

Q Can you tell m2 what you knew about that firm 
then just as a matter of your own knowledge and background? 

os Wall, I had then been in regulatory work for . 

eight years, and in the early stages I traveled around 
the country a good deal visiting mamber firms' offices and 
menbar firms out of town, and rember firms in New York 
too, but I had visited McDonnell, both their main office 


and several of their branches in that period, and I was 


very well impressed with McDonnell. You know, thay had 


the rights business on the exchange, which is very fine 


professional business; ani I was very impressed with them 
as a retail organizaticn. 
I remember in Los Angeles they had co-managers 

who were running an excelzant training prograt, anu at the 
tire I was working a lot on training registered representa- 
tives, and I spent a day with ther seeing what their training 
pregram was about, and they impressed ma as very gocd people,§ 
and so did the rest of the people that <X met from MecDennell. | 
Thoy wore a wide awake, progressive group of people, . 

? What did you know about the capital structura? 
Where did it come fron? 


’ 


MR. BEEBE: Cojection. I don't ses what tho 
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point is as to where the capital cama from or didn’t coxa 
from in 1968. The question is, the issues that have been 
hashed cut here have to do with what the conditio of the 
company was and what was happening to it. 
| THE COURT: Is it projudicial in any way to you? 

MR. BEEBE: I believe it may be sir. 

THE COURT: Well, do you contend that it is in 
os way? 

MR. BEEBE: I would submit, sir, that it is =< 
getting ayain into areas that are irrelevant and perhaps 
materielly distracting from the major issues at hand, be- 
ane it is like the Ford and other things that keep coming 
up which has nothing to do with this case, and are pre- 


: judicial. 


THE COURT: X will overrule the objection. 


A Most of their capital cams from the McDonell - 
femily, and what dida‘t come from the cies family 
was mostly fran other executive ofiicers of the firm and 
their families. 

- BY MR. BROCE: 

Q Do you know who controlled the firn? 

MR. BEEBE: Objection your Honor. I think that 
ealls for a conclusien of lew aa woll as an operation of 


someone olee's mind as to what ie centrol-- 
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THE CCURT: I sustain it as to form. 
“Bid you knew who the chief exacutiva ofticer 
was of thefirm, sir? 

A Yes. 

Q Who was that? 

A furray McDonnell. 

Q Do you know who the chief cperaticns officer 
of the firm was? 

A Thomas McKay. 

Q Who had pracedad him in that positicn? 

A X don’t know who preceded Mr. mcKay. 

Q Did you know a Sean McDonnell? 

A Ch, well, yss, although Sean McDonnell you micht 
call tha chief financial officsr as opposed to the chief 
operations officer, and his main work at the time I first 
met him was in working on their new data processing system. 

q Did you know about the profitability of McDonnell 
& Company in late. 1969? 

A They were a profitable firm. Tha reports they 
had heen submitting to us had shown them to be very 
profitable for tha previcus several years, and their profits 
were growing actceording to those reporta.. 


Q How many customers did thay have Jn abowt January 
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It could have been in the neighborhood of 60,000. | 
’ How many branch offices? 
25 or 30. 
Q Sir, when somaone wants to becom? a capital. 
contributor to a member firm, such as Mrs. Murphy became 
in respect to McDonnell & Company, will you tell me what 
functions the exchange plays in that kind of a transaction? 
MR. BEEBE: Objection to the characterization. 
The questicn is hypothetical, and there is no testimony — 
that Mrs. Murphy wanted to become what she was asked to 
becoma. It is canupletely a mischeracterizaticn of the | 
situation. 
THE COURT: Rephrase it. When someone makes 
applicetion to becuma, what happens? 
<Q When scomeocne makes applicaticn to become a sub- 
ordinate’ lender, Mr. Bishop, or did make such application 
[“in about February of 1969, how would che exchange function 
| on that application? What would tt..y do? What would they 
“4 consider, and how would it function? 
A Providing they are not alreacy a parson approved 
by the exhcnage we would determine whether they were the type | 


of person that was acceptable to be associated with a member 


(firm, and there wo would leok at whether cr not they were 


me principal of another broker-dealer or « bank. We would 
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not leta conflict of interest come in of that kind. But 
providing they were not in those activities, than if 
they ware of geod reputation and character and had resources 
to contribute what they were ccntributing, that was fine 
for them aS a person. 
The second thing we did -- and this was whether 

or not we had previously approve . te perscen -- was look 
os the legal instrumerts by which “hey were contributing : | : 
their capital and make sure that it was legally putting 
it. at tha risk of the busirnass in a form that was sccortast 
from cur capital rules point of view. | 

Q Let me show you Exhibit 3 and Receiver's Exhibit jf 
Bl, which are the subordinated agreemants with Anna ) 
McDonnell in 1966 and Margaret iary Murphy in 1969, and’ 


I ask you, was that kind of subordination agreerent form 


A Yes, this is one of th: forms that was common. 
Let me look at the oinoxr une. 


This is the sain. 


} 
generally used at about this time? | 
| 
| 


Q Mow, if the subordinated Iender signed one of those® 


and it care in to you, and the exchenge were to xseject 


that porsen because maybe it didn't Like the character of 


the rerson, would the deal that tho contributor made with 
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MM. BEEBE: Objecticn. That calls for a legal 
conclusion, and I think it depsnds completely oa the in- 
struments involved, and it is hypothetical top of every- 
thing else. 

MR. BROOKS: 
is well taken. I would just like to read a sentence ox two 
from the instruments. That ought to clear the problem up. 
, MR. EGERE: Which one are Ww Gealing with? 

MR. BROOKS: They are both the same. 

MR, BEESE: I don't know that. 

MR. BROOKS: Let's take Receivar's Exhibit B-l. 

I am veading from paragraph 10. 
It says: 
“this agreement embodies the entire understanding 


of the parties hereto and shall be effective as of and 


from December 30, 1966, whether or not the owner is approve 


by the exchange.” 
Ard I believe Mrs. Murpiy's subordination egreemen 
says exactly the same thing in the sams paragraph 10. 
THE WITHESS: Except for the date. 
MR. BROOKS: Except for the date, thank you, sir. 
Q Deas that accord with your recollectiom of 
the customary practices? 


A Yes, 
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Q Now, these agreements provides in paragraph 1A 


} 
| 
| 

that the owner can give written notice of a hundred days | 


and at the end of the hundred days terminate the agreement. i, 
Would that have permitted the owner to ican | 
withdraw the capital that had been contributed at the end 
of the hundred days? 
MR, BEEBE: I would object in the sense that the 


decument speaks for itself. There ara a number of other 


conditions and events that can cccur within that hundred 


lays » y 

THE COURT: I would think that was so; is it not? 

MR. BROOKS: ZI don't think so. I guess wa argue 
on ths terms of the agreement. 

MR. BEEBE: Well, I just feel that posing to this 
witness that kind of question, I just feel it is objection- 
able. : | : 

MR. BROOXS: Your Honor, it was his functicn 
to supervise thesa events and approved forms such as these. 
I bolisve he doss have a background to tastify cn the 
question. 

THE COURT: Is there going to he samething that 
permits a variation of a writton inatrnment undar certain 


eircunmstancen? 


MR. BROOKES : Ho. 
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THE COURT: Put another question. 
BY MR. BROOKS: : 

Q When you got a proposed capital contrib tor 
such as you would when you got forms like these for your 
approval, and you got a person to look over and determine 
whether they are of sufficient charactez, did you give - 


them any business advice on the wisdoau or lack of wisdom 


in going ahead with the transaction that was fut before you? 


No, we usually never saw then. 


Why didn't you counsel them on business considera~ | 


That really wasn't an a-ea of our compatencs. 
Did you counsel the member firm on the wisdan 
of a proposed capital contributicn? 
A No. 
Q Mr. Bishop, I want to go beck about a year to 
early 1968 and ask you whether you recall the arrival at 
the New York Stock Exchange in anc ubout February, 1%8, 
of a Lybrand audit report for MeDoonell & Co. as of 
October, 1°67? 
A I don't mcall its arrival because Tf don't think 


I knew about it until a couple of weeks after it arrived. 


} 


{ 
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- THE COURT: Yes, I will strike it out. 
| MR. BEEBE: Thank you, sir. 
MR. STEIN: I will read it without that. 
Q (Reading) 


"0 Do you recall in substance what you stated to 


“A No. 
"o As to subordinating her account? 
“A No, except I know that we explained very clearly 
to her what the risks were and the dangers that were involvedi' 
Do you recall that testimony? 
A Yes. 
Q Do you now recall what you told her in a bit more 
detail than a few minutes ago? 
A Didn't I say the same thing just now? 
Q My recollection is that vour recollection wasn't 
quite as good. We will go on to something else. 
A That was a year and a half ago. It fades every 
year. 
SHE COURT: Do you gentlemen collectively antiri- 
pate more than three or four minutes more? 
MR. STEIN: Not for me. 
MR. BEEBE: No, your Honor. 


2) You testified that you explained very clearly 
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to her what the risks were and the dangers that were involved | 
Now, do you recall what her reaction was; that is, 


do you recall whether or not she understood what the risks 


BEEBE: Objection. 


COURT: I will sustain the objection in that 


she say anything to you, Mr. Ford? 


THE WITNESS: I don't really recall. We were 


sitting around in her living room and I don't recall who 


Said what to whom. It was a very informal gathering. 1 
don't have any recollection. 
Q Did you form the opinion that she understood tne 
risks involved? , 
MR. BEEBE: Objection. 
THE COURT: I will sustain the objection to that. 
You told her about the risks? 
THE cee The risks were explained fully. 
THE COURT: As you looked at her she appeared 
listening to you? 
TNE WITNESS: She appeared to be listening. 
THE COURT: She conversed with you in this area? 


THE WITNESS: Yes. 


THE COURT: All right. . Next question. 
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Q . Did you know Mrs. McDonnell for any period of 
time leading up to this meeting? 
A I have probably known Mrs. McDonnell for twenty 
years. 
Q Were you able to judge her astuteness about 
financial affairs based on your oe known her? 
MR. BEEBE: I object to this line for a number 
of reasons. Not only the working of this gentleman's mind , 
which I deats. think is relevant, but I think it is getting 
into the area of what opinions he may or may not have formed 
fas attorney for Mrs. McDonnell. She is not waiving her 
attorney-client privilege. He as an attorney should not 
be testifying, I believe, as to what opinions he formed 
about his own client. 
MR. STEIN: The privilege has to do with communi- 
cations, your Honor. 
MR. BEEBE: And the communications that he had 
with her over the years from which he formed an opinion. 
It is based directly on his legal services that he perforired 
for her. I don't think he should be put in the position -- 
THE COURT: Suppose the question were, did he 
forn an opinion as to her financial acumen based on anything 
that dwes not invade the attorney-client privilege? 


MR. BEEBE: It is completely impossible, 


| 
| 
: 


pais Ford “cross 
fonor, to make that kind of -- 

THE COURT: Let's see if the witness says it 
is possible or not. 

MR. BEEBE: If we could have voir dire on that, 
because I think he testified earlier that he never met her 
socially or in any other capacity than as an attorney. 


THE COURT: The objection to my question is over- 


You may answer it. 
THE WITNESS: What is the question? 


Maybe we could read the question back 


so it will be in his mind as to the separateness. 


MR. STEIN: Could we hear the Court's question 
which I endorse? 

(Court's question read) 

THE WITNESS: Read it again. 

(Court's question read) 


~ 


THE WITNESS: I really don't know how to answer 


1) Let me see if I can put a question. Did you 
find her to be in any way naive about financial affairs? 
MR. BEEBE: Same objection unless it is outside - 


COURT: Sustained. 


Ford, did you discuss with her matters not 
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in confidence having to do with finances? 

THE WITNESS: I don't think I ever advised her 
with respect to any financial affairs. 

THE COURT: You did not receive confidential 
communications? 

THE WITNESS: No. 

THE COURT: Did you get any view as to astuteness 
in financial matters from the conversations you did have 


with her on finances? 


THE WITNESS: It was my opinion that Mrs. McDonne}i! 
was a very astute person that knew exactly what she was doing | 
in all facets of her life. 

Including the financial area? 

A Including the financial area. 
Q One acalachani question. Did you consider her a 
cphisticated investor? 

MR. BEEBE: Objection. 

THE COURT: Sustained. 


r 


MR. STEIN: I have no further ciestions. 


MRS. LICHSTEIN: I have one housekeeping matter, 


your lionor. 
THE COURT: Any further questions of Mr. Ford? 
MR. BEEBE: Yes. 


THE COURT: Of any length? 


Ce LL SE 


Ford - recross 


MR. BEEBE: 


No. 
THE COURT: All right, go ahead. The housckeepiny 
matter we can take care of after lunch. 
MRS. LICHSTEIN: I want to offer Exhibit 94 if 
tir. teebe has no objection. 
MR. BEEBE: Axe you going to open that whole area 


up now so we go into all his diary entries? 


MRS. LECHSTEIN:.. LT am qust offering it. 


MR. BEEBE: That opens the door. 


THE COURT: Do you object to it? 


MR. BEEBE: I think we can cover that on our 


rebuttal case. If it is coming in at this point I have 


Secious objection. 


THE COURT: It may be received. We will mark it 


Exhibit 94 received in Evidence) 


(Plaintiffs' 


THE COURT: Go ahead, Mr. Beebe. 


REOKOSS-EXAMINATION 


BY BEEBE: 


ree Lao 


Q A very quick question, sir. Assuming that 


ileus. McDonnell was not informed of the financial condition 


Ot tha company 


in 1969, was there any way for her or ary 


ofi oy tavestor to make an informed judgment at to whether 


Or isst. to Subordinate her account? 
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MRS. BICHSTEIN: EE. object, your Honor. rt us 


a hypothetical question. 


THE COURT: Sustained. 
MR. BEEBE: All I ask is that the witness be 
s kept available for our rebuttal case. 

THE COURT: .Mr.Ford, I am sure if the Court asks 
you to come back, you wild. 

THE WITNESS: Yes. I would like to have some 
notice though, your Honor. 

THE COURT: All right. 


(Luncheon recess) 


Olney-direct 
AFTERNOQN SESSICN 


2:05 P.M. 


(In the courtroom in the presence of the jury.) 


MRS. LICHSTEIN: Your Honor, a small problem. 
When Mr. Beebe had introduced Plaintiffs’ Exhibit 


91 for identification I subsequently offered it into 


ovidence, now Mr. Beebe tells me I am wrong, I can't offer 


pi eee ee ee CWO: a RVR PTE 


into evidence what he has marked as his exhibit. 
So if he wants to stick to these formalities, 
Y would like to offer the same exhibit in evidence, and 
XY would offer it as Exhibit JJJ. 
MR. BEEBE: No objection. 
THE COURT: It can be done either way. If 
plaintiff is going to be technical about it, that’s 
(Marked Defendant New York Stock Exchange Exhibit 
TIT in evidence.) 
MR. BROOKS: We would call as the next vwikness 


Richard Olney,III. 


(OR AR D OLNE ¥Y,III, called as a witness, huving 
been duly sworn, testified as follows: 
DIRecr EXAMINATIGS 
ivy Iit. BROOKS: 
Q Mr. Olney, by whom are you employed? 
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A I am presently employed by Wood Struthers & 


Winthrop, 20 Exchange Place, New York. 

Q What is the business of Wood Struthers & 
Winthrop? 

A They are a full service brokerage firm. I am 
employed as an investment adviser in the management sul- 
sidiary. 

Q Are they a member firm of the New York Stock 
Exchange? 

A They are. 

Q Do you appear here today pursuant to subpoeney 

Yes. 
Did you attend college, sir? 

A Idid. 

Q Can you tell me what employment you had after 
college? 

A I worked for approximately two and a half year s 
for a firm in Boston known as Townsend, Dabney & Tyson, 
which was then affiliated with Dominick & Dominick; and 
in May of 1963 I joined McDonnell & Company in New York. 

Q In what capacity did you join the McDonnell 
Company? 

A I went to work in their investment advisory 


depertnent. 


Olneyedirect 
Q Would yo trace for me the course of your employ- 
ment at McDonnell & Company from 1963 up until the employ- 
ment ceased? 
A I worked in the advisroy department essentialiy 
since 1968 when I became - I took on the title of 
Assistant to the Chairman, which recognize that a lot of 
my activities were related specifically to brokerage 
accounts administered out of the office cf the Presider: 
or the Chairman. 
Were you an officer of McDonnell & Company? 
I was. 
What office did you hold? 
I became an Assistant Vice President at -- I can't! 
recall what time -- and I became a Vice President in 
January of 1968. 
Q Would you tell me what your actual duties were 
et lcDonnell & Company in 1968, what you spent yarr time 
work? 
ny Primarily there were a large number of wha we 


call] family accounts, .whichvere the brokerage accounts 


that were property of various me hers of the family. Theo 


ciunlrman was trustee on several of tte se accounts, and 
i. “ah ay job to see that the income was being distrihuted, 
the investments were keing updated, and changes made és 
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market conditions warranted it. 

Q Would it be fair to describe the services that 
you rendered as those ofm investment counselor? 

A With the qualification that much of the work 


vas at times custodial in nature, in that the family 


investments were in good, high quality listed issues, and 


there wasn't a great deal of activity in the accounts. 

Q When we are talking about family, we are talking 
about the McDonnell family, are we not? 

A Correct. 

Q About hew many family accounts were there in 
your charge in and about the end of 1968? 

A I would say upwards ¢¢ a hundred. 

Q I take it some of those were trust accounts, 
some were individual accounts? 

A Yes, in size ranging from very small accounts 
to large individual accounts. 

Q In or abour that time do you recall whether 
Aana McDonnell had any accounts which were in your charges? 

A She had, to the best of my recollection, I thini. 


five accounts, 


Q Could you tell me what kind of accounts those five 


| " $185 Olney-direct 
| 
believe there was a separate bond account, what we call 
aii Income account, and there was a special purposes account, 
i think it was set up to hold Treasury bills. We call it 
vacalion-trip account. 

Q Did she have a margin account, sir? 

A I believe that would have been considered one, 


considered combined, cask and margin. 


Q In one account? 
I A yes. 
H 
I 
i Q Did you do any estate planning as part of your 


| anties of working on these family accounts? 
i} A Yes ” 


Q Did you do any estate planning for Mrs. Anna 


McDonnell? 
A Yes. 


Q Can you describe that estate planning? 


bye 
~ 


Well, upon advice of counsel and accountants 


it was deemed advisable to make distributions of stock out 


oc her personal holdings to children and grandchildren as 


purt or a long term plan to build up children's accounts 


urd to essentially follow a plan of reducing the individual's 
tuxable estate. 
“ To minimize estate taxes? 


i Correct, 
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Was that the objective sf the plan? 
Yes. 


And would this process.commonly be called the 


giving of gifts? 


A 


Cerrect, yes. 


MR. BEEBE: Objection to much more of this line 


as far as relevancy to this case is concerned, your Honor. 


Q 


THE COURT: Well, let's see where it goes. 


Did Mrs. Murphy have an account which was in 


your charge in or about late 1968? 


A 


A 


Q 


Yes. 


How many accounts did she have? 


Personally I think it was captioned margin acconnt J 


Was that one account or two accounts? 
It is called a composite account. 


Would you explain to the jury, sir, what the 


function of a margin account is? 


A 


Well, a margin account would permit the owner of 


the account to pledge certain securities against a loan 


~ Which could be then used for the purchase of additional 


Securities for leverage, or to jusc take money as one might 


need a collateral loan that one could ordinarily take fro 


a bank secured by stock. 


Q 


Did you do ‘any estate planning for Mrs. Murphy? 


* 


| 
| 
| 
| 
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I think only minor. 
Did you do any investment counseling for Mrs. 
Narpliy? 

Bs) We worked with her and her husband pursuing’ the 
yoals that were agreed by all of us as to the children's 


accounts, specifically. 


_ 
wm 


I take it? 


A Investment advice for children. 
Q Djd the children have accounts which were under 


your charge? 
MR. BEEBE: Opjection. Relevancy. 
THE COURT: Overruled. 
A Could you repeat the question? 
Q Did Mrs. Murphy's children nave accounts at 
t.cbonnell & Company which you handled? 

Yes. 

0 Sir, do you recall ever counseling Mrs. Murphy 
cu personal investmerts that she might have made in a 
venluce Called Mercury Partners? 

« yes. 

w Can you describe what Mercury Partners was? 

In about 1967 or 1968, one of the metheds of 
ajgresvsively investing was to form what was called a hedge 
SOUTHERN Dis] RICT COURT REPORTERS. US. COURTHOUSE 
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fund, and it was an investment partnership. Peopalrould 
put in limited amounts of money, and the general partners 
ware usually very experienced aggressive investors, and 
they managed this pool of capital, and we thought it wa: 
it was in the interest of many members of the family, 
one of whom was Mrs. Murphy, to put a portion of her fuads 
into this vehicle because she could probably pia 
sista lines returns en we probably could provide in the 
nore, let's use the word, mundane stocks which we held, 
which were the big blue chips. These hedge funds were 
invested in early growth type securities. 

Q Did Mrs. Murphy make an investment in Mercury 
Partners? 

A She did. 

Q Do you recall how much of an investment? 

A I don't recall. I believe it was 150,000. 


Q I think that is what you testified to on your 


depesition. I was trying to refresh your recollection. 

Did there come a time in early 1969 when you were 
asked to play a role in obtaining more capital for McDonnel} 
& Company? 

A Yes. 
Q Can you tell me what the circumstances that 


yar kocr of were in respect to that project? 
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aA Well, if I understand you correctly, I was ‘asked 


to furnish market values and net values of certain accounts 


which were uhder my supervision. 
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Who asked you to furnish those values? 
Murray McDonnell. 
And essentially what did you have to do to per-: 
form that task, sir? 


A Essentially, make extensions of the price per 


share times the number of shares held in each account, 


extend the values, add up the net market value less or plus 
any credit balance or debit balance and arrive at a net 
worth for that particular account. 

Q Would it be fair to put that in layman's terms 
by saying you checked the price of the securities and then 
computed the value of the overall account and came out with 
a total value? 

A You put it very nicely, yes. 

QO . Whose accounts did you evaluate in that way? 

A Well, my recollection is Anna Murray McDonnell, 
Ann McDonnell Ford, Murray McDonnell, Marjorie F. McDonnell, 
his wife, Marjorie Murphy, Genevieve Bissell, Jim McDonnell, 
and Morgan McDonnell possibly. ‘Jim McDonnell, his account 

,way not have been in New York. 

Q Now, did you know the purpose of the evaluation 
thst you had been asked to perform? 

A Yes. 


Q What was the purpose? 
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A The firm apparently needed to raise additional 
capital and subordinated accounts were one of the vehicles 
used to Furnish capital and they had to be valued. 

Q I take it you did complete the evaluations as 
you were asked? 

Correct. 

Q And came up with the values? 

A Correct. 

Q What did you do with those valuations when you 
computed them? 


Turned them over to Murray McDonnell and other 


members of senior management, Tom McKay, the treasurer of 


the Lay: 


Q Did you have any conversations at or about 


time with any of those account holders whose accounts 
had evaluated? 

Right at the time of the valuation? 

At or about the time of the evaluation. 

I'm sure I did but I can't recall today what 
conversations I may have had. 

Q Can you recall having a conversation with 
iphy at about this time? 
As I would the others, yes. 


How did it come about that vou had a conversation 
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with Mrs. Murphy? 
A Well, I believe I was instructed to call her 


after she had agreed to subordinate her account to explain 


the mechanics and what the then rate of interest was on 


a subordinated account. 

Q Now, you say after she agreed to subordinate 
her account. What leads you to say that, sir? 

A I believe she was contacted by her brcther Murray 
McDonnell following a meeting at my office. He wanted to 
know if we were making this evaluation. 


Q How do you know about that contact that Murray 


A Well it may seem difficult to recall all these 
events, there sind a meeting at my office, which is very 
small, about the size of this area (indicating). It was 
a very unusual thing for three or four of us to be meeting 
at my office. But for the purpose of valuing all the 
accounts I had the files, and I remember Murray McDonnell 
leaving the attics and going back to his personal office 
to call his sister. 

Q - Did he speak with you shortly thereafter? 

A He returned and he said words to the effect that 
Margie is in or Margie has agreed to subordinate her 


account. ; 


173. 
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Q Did he instruct you to do anything further? 

A He said, as he normally would, he said, "You 

her this afternoon and explain to her the mechanics." 

Q And did you call her? 

To the best of my recollection. 

Q And would you tell the jury to the best of your 
recollection what you said to Mrs. Murphy in that telephone 
call and what she said to you. 


A I recall that I explained to her what the 


mechanics of subordinating the account were and she had to 


sign a subordinated ag: ment and that the firm needed 
capital. 

Q Did, you tell her that there was no risk invoived 
in the proposed transaction? 

A No. 

Q Did you tell her that the New York Stock Exchange 
or other Stock Exchange seats that the firm owned would 
stand between her and financial disaster in respect to the 
transaction? 

I don’t think se. 
Q Did you tell her that the pictures on the wall 


ionnell & Company would stand between her and financial 


No, because I had no knowledge of that anyway. 
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Q And I as< you the same question about the 
furniture in the offices of McDonnell & Company? 
A Et sate: Siacaied to the best of my knowledge. So 
I didn't tell her that. 
Q Mr. Olney, in all your practices as an investment 


counselor, have you ever told any client that there was no 


risk in a particular investment? 


A I'm sure not. 
Q Why not? 
A It's the, if you will, underlying nature of our 


business that it involves risk. I have yet to see the risk- 
less investment. 

Q How about when you discussed the Hedge Fund 
with Mrs. Murphy? me there any discussion about risk in 
respect to that transaction? 

A There was a great deal I mentioned of risk, and 
it was weighed sail the potential rewards. I think the 
record will show that when things did get risky she was 
permitted a withdrawal of her partnership interest, which 
‘I don't think was available automatically under the language 
of the partnership agreement. 

We tried to identify the level of risk that she was 

aking in going in and the general partners agreed that her 


circumstance might permit such a withdrawal. 


elise. . e ‘oe ees s¢ . * * 
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Who were the general partners? 


Joel Leff and Anthony Forseman. 


Q Was this an opportunity that had been arranged 


by Mcbonnell & Co.? 


A They were known to certain members of the McDonne 


fauuily and they had good reputations and records as money 


Mahayers, and they approached Murray as a logical spokesman 


perhaps for finding, let's say, a ready pool of capital, 


e which they did. J. think we raised, J think, « million nine 


q arnong the family to put in this partnership. 


Q When you had your discussion with Mrs. Murphy -- 


chaps I have overlooked a point, sir. Was this a personel 
PR i t 


; .méeting that you had with her when you discussed the sub- 


Ordination transaction? 


A No. 
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Q Over the telephone? 
A Right. 
‘ her did you tell her that the subordination was needed 


j 
| 
| 
! 
| 
| 
| 
Q When you had your telephone discussion with | 
| 
| 
for an underwriting? | 
A No. | 
/ 
Q Did you tell her that she had no chance of | 


losing her money in that telephone discussion? 


A No. 


Q Did you ever tell that to anybody whom you 


were counseling in an investment capacity, investment 
adviser capacity? 


A No. 


Q Why not? 


A I think the rules that we had to follow, 


the exams we had to take, the general thrust of the 


training and especially in investment advisory is that 


there is an element of risk in any investment. This 


investment in the firm was -- carried risk just the 


Same as an investment in IBM or General Motors. 


Q Was it your understanding from the words 


spoken toyou by Murray McDonnell before you followed 


instructions to call Mrs. Murphy that there had been 


agreement reached that Mrs. Murphy would subordinate 


Olney-direct 


That's the way it was -- 
MR. BEEBE: Objection. Asked and answered. 
We are just going uver the same testimony for the 
szcond or third time. 
THE COURT: Let me hear it acain, please. 
(Question read) 
THE COURT: I sustain it. Asked and 
snaiewed 
Q When you spoke with Mrs. Murphy on the 
selephone did she say anything to you which indicated to 
you that she hadn't made up her mind as to whether to 
subordinate her account? 
A Not that I recall. 
Q Did you talk to her about the rate of 


interest that would be paid to her in respect to her 


subordinated account when you had this telphone call? 


A To the best of my recollection that would have 
been one of the points. I recall discussing the rate 
ot interest. 


Q Do you recall what that rate was at that time, 


I am quessing at 6 per cent. 


Now, would the subordinated account holder in 
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addition to that 6 per cent continue to receive the 
normal dividends and distrihutions on the securities 
that were subordinated? 
A That is correct. 
Can I strike the 6 per cent? It doesn't 


sound right. I don't recall. 


Q You don't have a recollection of the 
interest? 

A No. There was an overage paid but I simply 
don't recall at this time. 


Q Do you have a clear recollection of whether 


the suberdinated account holder who would receive 


the normal dividends nd distributions, let's say, on 
ATT stock thatmight be inthe subordinated account? 
A Yes, they did. 


Q And they get the interest in addition to 


A On top of that. 
Q Did you discuss that fa ¢ with Mrs. Murphy, 
“the fact that she would get interest and the dividends 
and distributions? 
A i did, and that was probably more part of 
wy job, in that generating income was one of the objec- 


tives of clients. 
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(@) Prior to this time had you had any communica- 


tion with Mrs. Murphy about difficulties that she was 
having in keeping lier account straight? 

A Yes. 

Q Would you tell the jury about that? 

A Well, what was known as the back office 
crunch or administrative problems generally in Wall 
Street at the time, Mrs. Murphy was understandably upset 


about not receiving dividend income, interest income on 


- * eee» ee regal 
cen ere ee NE ET 
2 « By 


time, and we often discussed, in trying to explain to 
her our frustration and also trying to take care of 
these income needs and distributions. We were, ourselves, 
having difficulty trying to -- 

Q Abouw aht time did youhave this type of 
conversation with Mrs. Murphy? 

A There may have been several. I can't recall 
at this time. 

Q Well, would it be fair to say that it 
sometime in 1968? 

A I'm sure we had conversations in '68, 
cortatnly, We were managing her account. 

1) Was this a common problem with all of 
wustouers at MeDonnell & Co. at about this time? 


Well, some accounts more than others. 
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{f told her at times it seemed like we were having more 
difficulty, at those times. But I was working on some 
other accounts as well as the family and even though T 
was right at 120 Broadway where the firm was, to get 
a the dividend department I still had difficulty 
getting them to agree with certain credits and 
distributions. 

Q Doyou recall the evaluation that you came out 
with when you evaluated Mrs. Murphy's account? 

A I don't recall today what the value was. 

Q Now, let me try to refresh your recollecticn. 
on Plaintiffs' Exhibit 2 in evidence, which is a 
financial supplement that Mrs. Murphy signed and submitted 
to the New York Stock Exchange, she stated in paragraph 
A that: 

"I subordinate my claim to the equity 

in my account with the corporation captioned Margaret "’. 
McDonnell Murphy which has a debit balance of" either 
54 or $59,310 “and long securities with a market value 


et $262,000," 


Do those figures refresh your recollection? 


nN It sounds correct. I would have said 2590. 
Q Do you recall that Mrs. Murphy cid have a 


debit balance in that account? 
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A Almost all family accounts were carrvina a 
debit halance, ever since I was at the firm. 

Q What does a debit bikwice ween? 

A Well, it permits withdrawals of cash when the 
need arises rather than, let's say, waiting for a 
particular dividend to pay on a calendar quarter or an 
interest payment to come through. It provides 
flexibility in cash flow. 

Q If we were to try to put it in simple terms, 
do#s a debit balance reflect a borrowing from the 
warket value of the account? 

A It's a loan from the company to the client 
secured by the securities in that same account. 

Q When we say a debit balance that means the 
client owes the firm that amount of value? 

A That's correct. ‘TE the account were toc be 
taken out to anothex house or delivered out to the 
customer they would first have to pay the debit balance 
otf, either through sale of securities to meet it or 
provide outside cash. 

9) When you say tha: there is a long securities 


valua in an account, what does that mean,sir? 


It's market value of the securities that are 


the account. 
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Q If you have a debit balance of approximately 
$54,000, long-securities value of approximately $282,000, 


what is the value ¢* the account? 


MR. BEEBE: Objection. That's not the case 
here. We have the subordination agreement which 


shows exactly what the market values of the long securi- 
ties are. 
“THE COURT: This is according to the 

application. 

MR. BEEBE: I think that's a misreading 
of the application and the question is misleading. 

MR. BROOKS: Tt’s my @xhibit §&. your Honor. 

MR. BEEBE: Exhibit 3, which is.the signed 
subordination agreement, would make more sense to use, 
4€ I can hand it, as I did to Mr. Brooks, and the 
last page ws the value. I have no objection to 
pursuing the question-along that line. 

THE COURT: This question really asks him 
to arrive at a net figure as to what line 8 means 
in toto, does it not? 

MR.BROOKS: He said he evaluated the 
account; your ene ana I wanted him to try to maek 
more concrete what he did and to illustrate what he 


would have come out with, assuming these figures were 


| 
' 
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| 

| tryly representative. 

I THE COURT: That isn't necessarily the 
question. 


! MR. BROOKS: The question was would he 


subtract the debit balance from the long securities 
1 
| value. 
THE COURT: That's what you wind up with 
| as a net figure’on your line 8. 
| MR. BROOKS: I don't think line 8 shows a 
net figure. 
t THE COURT: You are asking him what it 
{ vould be if you put one against the other. Por that 
| purpose alone I will permit the question to be answered. 
MR. BEEBE: I think it's misleading because 
it comes up with a net fiqure that isn't the net figure 
here. 
i TRE COURT: This is a person knowledgeable 
! ! in this field and this is a form in this field. The 
! question is what does the form meai? | 


MR. BROOKS: He is the one that did the 


actual evaluation. 
THE COURT: Ovjection overruled. 


Q Let me start again. 


i I think I understand you. 
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Q You think you have the question? Go 

ahead. 

| A If you have a market value of $282,000 worth 


of securities, before you can consider that your net 
account you must deduct from that value the loan that you 


have outstanding, which is called a debit balance in 


brokerage parlance. So you arrive at the client's 
net account, which is worth 228,000 or something of that 
nature. The debit balance always has to be deducted 
from the gross market value to arrive at net equity. 

Q How often in and about late '68 and early 
‘69 would you have occasion to speak with Mrs. Anna 
McDonnell either in person or on the telephone? 

A Once a week. 

Q Did you assist her with transactions of a 


financial nature in respect to her holdings and 


accounts? 


A Yes. 
Q Did you have occasion to learn whether she 


kept any records of her own to keep track of these 


holdings? 


A She kept quite good records in terms that 


she had a ledger, which she turned over to us and her 


accountant at some point, which I'm quessing at, '68 or 


rdr Olney-direct 1763 
'69, which showed the cost basis of the securities, 
stock splits. 

Q Was that kept in handwriting? 

A In her handwriting, that's correct. And 
dividends received, etc. 

Q Now, she had an accountant too, didn't she? 

A Excuse me? 

Q She had an accountant as well, did she 

A She had an accountant who prepared her 
returns. 

Q Did the accountant assist her with any of 
these financial notations or calculations that were in the 


ledger? 


A As far as I know he probably reviewed the 


hooks to prepare taxes, but she had the information 
herself. 

Q Did you ever review the ledger? 

A Yes, when she sent down or made gifts to 
establish a cost basis. 

Q Did you find the ledger to be accurate? 

A I can't recall an error. 

Q Did you find Mrs. McDonnell to be knowledgeable 
in conducting her own business affairs? 


MR. BEEBE: Objection, your Honor. 
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THE COURT: Sustained. 

Q Mr. Olney, can you recall attending a meeting 
at the Carlton House Hotel sometime in the summer of 
1969? 

Yes. 


Can you fix the date of that meeting for us? 


It was about July 10th, I believe, because I 


just moved out to the country. 
Q Was it ona weekend? 
A Saturday. 
Q Who was at the meeting? 
A Paul McDonald, Tom Ford, Murray McDonnell, 
myself, D. Johnson, Ann Johnson, Sandra McDonnell, 
Mrs. Anna Murray McDonnell. That's my recollection. 
There may have been more and presumably there were. 
Q Could you tell us who Ann Johnson was? 
A Ann Johnson was Murrya McDonnell's -- 
MR. BEEBE: Your Honor, I believe this is not 
only irrelevant but duplicative on this meeting which 
we have had testimony about. 
THE COURT: Go ahead. 
A Murray McDonnell's sister and a subordinated 


lender and client. 
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She had been married to Henry Ford? 


A That is correct. 


MR. BEEBE: Objection, your Honor. I move that 
t 
that be stricken. 

MR. BROOKS: I just didn't want any confusion 


to develop as a result of the change in names. 


THE COURT: Overruled. 


Next question. 


| 
| 
| Q Mr. Olney, do you know who Dean Jonnson was? 
| 
| 
| 
H 


i A Yes. 

Q What did you know about Dean Johnson at this 

| time? 
1! A I had a few meetings with him. He was a partner 


| 
| 
! 
| 
i 
| in the firm of O'Meiveny & Myers of Los Angeles, 
| 
| 
| 


Q What was the business of O'Melveny & Meyers? 
A Attorneys-at-law. 
| Q Mr. Olney, these numerous McDonnell family account 


which you testified with respect to, did the firm of 


McDon 


nell & Company levy any charge for the services that 


were rendered with respect to these accounts? 


A 


No. 


Q I want you to focus onthe telephone conversation 


had sith Mrs. Murphy in the beginning of 19%9, what you 


toJd her in that conversation, what she said 


to you, and 
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Ms cross 
m; s ™ s . J : . 
. I am going to ask you if at any time after that conversit 


Mrs. Murphy told you she thought you had not told her the 


| 

| 

| 
He 
‘i 
| 


truth in that conversation? | 


A I don't recall. 

9 That is something you would mira’. 45n*t it? 
A I believe so. It is a long time ago. 

Q Do you have any recollection of her making 


a complaint to you about anything in that telephone conver- 


sation? 
A No. 
MR. BROOKS: I have no further questions. 
MR. BEEBE: May I have that exhibit I handed vou, 
: pleasa? 


MR. BROOKS: yes (handing). 
CROSS EXAMINATIQY 
BY MR. BEEBE: 
Q Sir, you were examined as to Exhibit 2, particular] 
line 8, 


various debit balances and credit balances there. 


I show you Exhibit 3 in evidence. Would you direct your 


attention to the last page which is headed Margaret M. 
McDonnell Murphy's subordinated account, and it shows 


a total market value of $342,433. 


I ask you, sir, if you deduct from that market 


value $342,433 the debit balance of $58,810, as indicated 


s1h3 Olney-cross 
in Exhibit 2, don't you get exactly the market value 
shown on Exhibit 2 of $283,623, to the penny? 

MR. BROOKS: I object. 

THE COURT: The objection is sustained. 

The next question is what does he know about 
that, if anything. Mathematically that is established 
wiehaue the intervention of the witness. Now what is 
the next question. 

BY MR, BEEBE s 

Q Do you know, sir, does that refresh your —, 2 
laction as to what the exact net market value c¢ her 
securities in her accounts was at that time? 

A No, but I can add something which may have to 
be factored in here. There is an account number up. in 
the left hand which has that single digit 6 after it. That 
vas tha code for subordinated account. I believe the debit 
balance would have been carried in code number 2, and 
1 think that all accounts would have been netted. I really 
can't take this isolated document and determine what your 
valucs were, 


Q SO you cannot testify here even after being 


rofreshed by these various documents as to what the value 


o€ fies account wes? 


I think the brokerage statements would -- the 
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actual brokerage statements would provide the answer. 

I haven't seen this before so I don't think I 
Can nine years later or five years later -- 


Q I asked you simply if it refreshed your 


recollection, and I take it it is not refreshed. 


A It is incomplete. 
Q Your recollection, sir. 
A No, this partcular valuation. This is a typed 


schedule and is not proof, at least to my familiarity 
with this kind of stuff. 

Q | As you sit here today can you tell us as you 
did this valuation of these accounts what the bottom lin? 
was as far as Mrs. Murphy's account? 

A I can't recall new, six years later. 

Q Now, sir, when you had this meeting in your 
little office that you testified to with Murray McDonnell, 
you said there were other people there. Who else was 
there? 

A Tom Ford, and my assistant, a fellow named 
Keith Burden. 

Q Do you remember whether this meeting was held 
on January 29, 1969? 


A I couldn't possibly recall. 
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Q Did Mr. Murray McDonnell simply walk into your 


{ roouw with the others and commence the meeting? Is that 
how it started? 

4 Yes. AS I say, it was unusual for him to come 
to wy office. It was usually the other way around, 

} @) And what did he say when he came? What dia he 
say the subject of the meeting was? 

A He said "We have got to raise some capital, and 
what are the values of the following accounts; or, you knoav, | 
where can we look to raise some capital?” 
| Q What did he say why, if anything, the capital 


had to be raised? 


A I don't think he elaborated, He didn't have to, 
| 
| Q You knew? 
i) A I wasn't challenging his question to pI ovide 
t 


hin with some values. 
Q Did you know what the need was for the raising 
of capital at that point? 


A When you say "need" — 


You said you had to raise some Capital. Did 


you Kuov why you had to raise°some capital? 


f I wish you could be more specific. "Need" is vagque 


Did you have any knowledge at that point as 
vwhtthe need was fox the capital? 
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A Only that the firm was presumably on. an effort 


to raise additional capital. 

Q | And what was the purpose for raising it, sir? 

A The purpose wasn't in my bailiwick. It could 
have been for a variety of reasons. 

Q Did anyone tell you in that period, in 1969, 
what the purpose was? 

A The firm was obviously having some problems 
common to the street. The raising of capital was not an 


infrequent activity, if you will. 


Q And what were the problems that the firm was 
having? 
A I would characterize that as those germane to 


the whole industry at the time. 

Q Specifically sir. 

is I cited that we had trouble getting Mrs. 
Murphy's dividend out. 

Q The records were problematical? Was that one 
of the problems? | 


A You put the words in my mouth-- 


MR. BROOKS: I object to that. I don't know what 


it means, 


THE CQURT: Sustained. 


Q What were the problems that McDonnell was having 


| 
| 
| 
: 
| 
| 
| 
| 
| 
| 
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at that time, sir? 

A I characterized one that I was involved primarily 
in the handling of accounts, and the nature of the problems 
of tha 23 branch offices were not really in my area of 
responsibility. 

ze) I am asking you what you knew. Was the one 
vou characterized one with dividends? 


A This was a personal problem that I became 


associated with because I was investment manager. I was 
Like the interface between the client and the firm. 

Q And what was the dividend problem that you 
personally had encountered? 

A Inability to perhaps credit the account with 
the proper amount of dividends. Maybe there had heen 
a stock split, and maybe only a bundred shares out of 
a 200-share po ition were credited. 

) Was this in the 1968 time frame that this was 
cccurring? 

A I can't give you the dates. I think you would 
L.ve to refer to what the Journal reported as that time 
Lr anne . 


What Journal? 


The Wall Street Journal had at that time 


acticins as to the conditions in Wall Street, and I 
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wouldn't want to give you a specific date. 

0 Was it prior to this time that Mr. Murray 
HeDonnell came into your office? 

A We had problems up to then. 


Q What other problems, if any, were you aware of 


in the company prior to that time? 


A I think it is a very broad question. 

Q Yes, sir. 

A I was aware of problems in keeping good peopla; 
problems associated with new branch offices; problems with 
the Telephone Company. I mean, I can't identify what I 
think you are trying to draw out. I can't single out what 
specific function within the firm. 

Q Were there any capital problems? 

A Well, when somebody comes to me and says they 
are raising capital I can only assume. I wasn't in charge 
of that. I never was involved in the calculation, let's 

That would have been Tom McKay's offices. 

The calculation of what, sir? 
Of the firm's capital. 
You were Mr. Murray McDonnell's -- you were 


tothe chairman, were you not, in 1968, you 


That's correct. 
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And the chairman was shiva McDonnell, was he not? 
Correct. 
Q During the course of your tenure in 1968 when 
you kacame assistant chairman, did he ever discuss with 
yar cx in your presence, or did you ever attend.any meetings 
where problems of the company came up? Does any of it 
stick in your mind? 
Let me identify my role. I was assistant to the 
chairman, and I had a great deal of personal tiateon, if 
you will. I had no line responsibility or authority in 
the firm, and I had limitations, and I kept my distance, 
and I considered myself in the clients' corner. I was 
representing Anna McDonnell, Margaret Murphy as an investor 
and they were subordinated lenders, but my concern was 
with their investment and the performance. 
Q We will get to that in a minute. My cuestion 


at the moment is directed to your involvement, what you 


learned in 1968, if anything, however you learned it, by 


attending meetings, by Mr. McDonnell telling you, whatever 
your Kiowledge in your head was in 1968 about the proble:ns 
111 your Company. 

Do you remember attending any meetings where 

the subject of discussion? 


No, I didn't attend those kind of meetings 


SOUTHERN DISTRICT COURT REPORTERS, US. COURTHOUSE 


Cy TN 6 ARE NEW Vie g 8 i yes gl 34 


slhlio Olney-cross 


' 
{ 
Ywas not in the mainstream of the company's activities. 
| 
Qo Did you know from your working with Mr. McKay | 

| 


Or others who were there at the time that such meetings 


were held? 


MR. BROOKS: I object. 
THE CCURT: Sustained. i | 
Q Do you know from whatever source what problens, 
if any, McDonnell & Company was encountering in 1968? 
A You hear a lot both from people up top to the 
Liargin clerks. The reliability has got to be highly 


. | 
questionable. | 


Q Sir, as a former vice president of the company 


f an asking you what did you hear in 1968 about problems 
at McDonnell & Company? 
; MR. BROOKS: X object to the question. It just 


calls for a rumor that he didn't credit. If he wants 


to know what the man's knowledge is, I think he should 


ask him, 


MR. BEEBE: I think, your Honor -- 


THE COURT: Even more than that, isn't this 


beyvend the scope of the direct examination of this witness? 


MR. BROOKS: I believe it is. 1f asked him 


nothing about -- 


7 


THE COURT: It should be either on the case in 
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chief or in rebuttal, if it is relevant. 
Sustained. 
MR. BEEBE: On that ground I will wait for rebutta 
BEEBE: 

Q Sir, we had marked this morning during the 
coucse of Mr. Tom Ford's questioning, and he testified 
a little about Exhibit 94 which I believe came in as 
Exhibit Jay. 

It sayS on January 29th: "Conference at McDonnell 
& Coy. Fe 325 Capital a Saree 

You said that Tom Ford was at this meeting 
in, your, little office. bid the subject of 326 capital 
requirements come up at that meeting? 

A We are assuming -- I didn't say that was the 
January 29th meeting. Tom Ford came over a lot. 

(a) I am asking you, at that meeting, the one that 
tic. Pord had in your little office, will you tell us was 
the subject of 325 capital requirements mentioned? 

They came over to discuss satatlin the capital, 
fund sar meeting was restricted primarily -- there are tio 
things that I recall. Number l, the valuations. Number 2, 
‘iiscussed at great length the risk of, you know, putting 
uiS sister Genevieve Bissell who had her money in a trust, 


am! a lot of the discussions centered around that, ard 
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ve atvived at the conclusion that that account should 

not ba subordinated; it was a trust and it was improper. 
SO we spent more time on the Client interest 

rather than the stock exchange-— 

a) We will get back to Genevieve in a moment, 

Lut iy question cirectly, cir, is, was the Subject of 2325 
capital requirements mentioned by Tom Ford or anyone 
at that meeting? 

A We were doing calculations. tf don't think we 
discussed Rule 325, rt would have been 
treasurer's office, not my office. 

Q In other words, it was not discussed in yaur 
office; is that vour answer? 

A tI can't recall exactly what took Place six years 
agjO Or Séven years ago at a Specific meeting. The thrust 
ef it was on the investment, 

Q There was no need for Capital for underwriting 
at that point, was there, sir? 

A I don't think So, but, again, I had no knowl 
“of what underwriting was eoing at the time. 

TO go further, I don't think we were doing any 
underwriting at the time. 


| 
2 Now, at that meeting in your little office when | 


you wele discussing the valuations of the different accounts, 


¢iud3 Olney-cross 
Jid you discuss the question of whether or not to approach 
dictfcrent people to subordinate their accounts? Did anyone 
at thea meeting discuss that? 

I think Murray did. 

Excuse me? 


It was his family, and it was up to him. Some 


of them were subordinated lenders already. 


Q Was the subject of whether or not to approach 
each of the people kind of ticked off on a checklist? 
2S that how you handled the meeting? 
It was more informal than that. 
Are you acquainted with Barbara Hennessy? 
Yes. 
Or were you at that time? 
Yes. 
Who was Barbara Hennessy? 
She was assistant to Murray McDonnell. 
G And what was her husband's ¢ that tine, 
Joh iannessy? 
He was president, I believe, of Siska & Hennessy. 
an engineering firm in midtown. 
Was she approached? 
I don't believe so, and I don't want to get 


vle the reasons why, but I think -- she may have been 
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t don't know. 
Q But you didn't know of her being approached 
result of that meeting? 
No. 
Mary Murnane. 
Do you know who she was? 
NR, BROOKS: Your Honor, I object. I think this iz 
beyond the scope of the direct. 
THE COURT: Yes, where does this go, Mr. Beebe? 
MR. BEEBE: This goes exactly as to why they 
approached some and not others, and it's exactly on the 
scope of the direct. _ He testified that they had this 
nzeating and decided whom to approach, and it is very Gerona | 
a3 to the question of why certain people were or were \10t 
approached. 
THE CQ’PT: Mm what aspect of the direct examinativ.! 
the cross examination? 


MR. BEEBE: The very subject of raising funds 


a result of that meeting, and Mr. Murray McDonnell cening 


and asking to have funds raised, and the doing of 
evaluation of all the accounts -- 
THE COURT: The direct was limited to what happencd 
> that meeting. 


MR. BEEBE: tnd his valuations. 


Olney-cross 
THE COURT: And his valuations. 
MR. BEEBE: Of all the accounts. 
THE CQURT: Whether people were solicited or 
not aclicited as a result of that meeting was not the 
subject of direct testimony. 


MR. BEEBE: Well, that, your Honor, I would sav-— 


tL vould have to then recall this man in rebuttal, because 


if it is that narrowly construed — I don't remember a 
ise question along those lines, but the subject was 

cectuinly raised, the subject of his doing a valuation 
ot all the family accounts. 

MR. BROOKS: He didn't say all, your Honor. Hs 
said three or four, I believe. 

MR. BEEBE: He named them, and the question is 
vhy didn't they do the others? 

THE COURT: Well, in the interest of time Yr will 
Overrule the odjection. 


Go ahead, 


She was a sister of Murray McDonnell's. 

D~ you know whether she was approached? 

Her account wasn't at the firm. Her husband 
uothar brokerage firm which took care of her accouni. 


Was she approached to subordinate funds or: lerd 
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funds to the company? 


& I don't know, but I doubt it. 
i 
Q Sheila Cooley: was she another sister? 
A Correct. 4 
: 
QO And was she approached to lend funds to the | 
| 
company? ; | 
| 
A I don't know. I doubt it. | 
oe: @) Her husband at that time - was he the president 


of Yells Fargo Bank? 


A i thonk so; 
: S ‘ ‘ om 2 ; | 
O You mentioned Genevieve Bissell. Was Genevico { 


Rinsell a retarded sister? 


q XZ never met her and I don't think I should answer 
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that question. I don't know. 


Q Do you know that when dealing with her account 


you were dealing with trustees? 


A Yes. 
| 
0) Was Jim McDonnell one of the trustees? | 
, | ) 
. 
A I believe so, yes. 
0 Do you know whether or not Genevieve Bissell 


oc her trustees had previously taken a position on 


sulboxvdinating funds to McDonnell & Company? 


4 The subject was discussed because of the amount 


| 
cf sxtra income which would have been helpful to the heucficilry 
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Oo Was it discussed in terms of trying to ices 
the trustees to subordinate? 
A They determined it on their onw that it 
wasn't going to be done. 
(@) Who was Charlotte Harris at 
A Another sister. 
MR. BROOKS: I object. 
THE COURT: How many more? 
MR. BROOKS: 14, your Honor. 
MR, BEEBE: That's the point, that's exactly 
the point. : 
BROOKS: I see no purpose in this. 
COURT: This goes way beyond the scope 
you wart to do it I will let vou do it. 
‘BEEBE: E will do-Lt as quickly as 
possible. 
ie) Charlotte Harris, sir? 
A Another sister. 
19) She was not approached? 
Account not at McDonnell & Company. 
She was not approached, I take it. 
A I don't think so. 
Q Her husband was a vice president of 


’ 


shipping company at that point, was he not? 
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A He was at one time. Whether he was then 
I don't know. 
Q Catherine Sullivan is another sister who 


wasn't approached? 


A Correct. 

Q Do you know why she wasn't approached? 
A I don't think they were close. 

Q There is another brother who is known as 


Bishie McDonnell? 


A Right. 


.¢) And his first name is Charles: is that Yioht? 
A That is right. 

0 He also was not approached; right? 

A I don't know. He was at another firm and 


there would have’been a prohibition against putting 
money in,.I think. 
0 He left McDonnell & Company under some 
tension with Murray McDonnell previously? 
MR. BROOKS: , Your Honor, where are we now? 
THE COURT: Sustained. 
.@) Was James McDonnell approached at one 
point? He is one of the parties sitting here. 


A He may have been. I don't recall. I think 


he probably was. 


| 
| 
| 
| 
| 
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At that time he was approached to lend money? 
I'm sure he was. 

a) Why are you sure he was? 

A Because he was working for the firm and was 
a stockholder and would have had an interest. 

@) Sir; if I could refresh your recollection 
from testimony here that he did not -- and exhibits that 
he did not become a stockholder until April or Mav of 
that year. 

A Okay. I didn't know everything about the 
company. Especially today I can't recall it all. 

Q You don't know whether he was approached or 
not, do you? 

A That"s correct. 


Q You mentioned Ann Johnson, I believe was 


her name. I take it she also was not approached at 


that point? 
A 
Q She also was not approached at that point? 
A She was already a lender. 
a) She was not approached to put more money in, 
was she? 
A That's not quite truc. 


0 Well, do you know of your own knowledge 
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what was done as a result of that meeting that you had 
in your office? 

A There was an agreement. I don't know the 
timing, but she converted some securities to treasury 
bills which provided a higher lendable value. 

Q Do you know if she was approached -- 


A Which was in effect like putting in more 


Q Do you know if she was approached to add 
any securities or any new funds to her subordination at 
that point? 


Well, I explained to you just what took 


Apart from what you just said? 
I don't know. 
Qo« There are only two more and I will lump 
them together. Morgan McDonnell and Gerald McDonnell, 


two other brothers. 


A Morgan McDonnell was already a subordinated 


lender. 

Q Was he approached to put in more funds? 

A These would have been directly with him so I 
wouldn't know. 


Q And Gerald McDonnell, do you know if he was 
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approached? 

A I strongly doubt it. 

Q You were asked on direct about whether you 
had any later conversations with Marjorie McDonnell -- 
Margaret Murphy and there has been testimony that Mrs. 
Murphy tried to reach you by telephone during the 
summer of 1969. 

Do you have any recollection as to receiving 
phone calls from Mrs. Murphy during that time? 

A z “ieebena phone calls from Mrs. Murphy and 
from many other members of the family. 

Q During the summer of 1969? 

A Sure, as I always did. 

Q And did Mrs. Murphy askyou at one point 
to arrange a contribution from her funds, her account 
to a charitable institution in New Jersey: do you 
recall that? ) 


A Her account being one of hundreds, she may 


have been. There were contributions from time to time 


from the family accounts. If she said she did I'm sure 
she did. 

.@) And it's your experience that Mrs. Murphy 
i$ @ truthful person, ia it not? 


A It was not unusual to make gifts of securities 
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out of people brokerage accounts to meet charitable 
obligations. 


Q Let me ask you:this, sir: Did you tell her 


| 
| 
| 
| 


after she had made this request’ that she could not make 
a contribution from her account because it was subordinated;| 
do you recall that? | 

A I don't recall that. 

Q Would it have been possible to take funds 
out of a subordinated account and contribute them to 
charity? 

A If the account was, I think, above a stated 
subordinated value withdrawals were permitted, I assume, 
with stock exchange approval. This is my vaque knowledae 
or recollection of the rules. 

Q If it were below the subordinated value or 
the stock exchange did not approve it could not be 

| withdrawn; is that your recollection? 
A That.is my understanding. 
Q Did there come a time in 1968 when 
= McDonnell & Company started to have operating losses? 
MR. BROOKS: ~: Your Honor, this has nothing 
to do with direct testimony. 
THE COURT: detains. 


MR. BROOKS: It's beyond his testified 
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competenc . 
MR. BEEBE: I don't know ahout the competence. 
As an officer of the company I think -- 
THE. COURT: It's beyond the scope of direct. 
Q You testified that Mrs. Murphy was permitted 


to withdraw from the Mercury partners, I thinl yu 


said. There came a point when she was permitted 


to withdraw her account there? 

A That's my recollection. I'm not stating it 
as a hard fact, bax I believe she was permitted to make 
a withdrawal earlier than the terms permitted. 

Q Doyou recall if she was permitted to withdraw 
her subordinated account from McDonnell & Company? 

A I don't think so. 

Q You remember that she asked to withdraw her 
account from McDonnell & Company? 

A I don't recall. 

Q You testified as to advisory accounts. 

Mee, ussite account was a non-discretionary account: 
is that correct? 
I believe so. 


And it was not an advisory account; is that 


There was no fee or contract on record. 
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ais Q This was not an account tha: was traded, was 

A No, by virtue of the gocd quality securities 
that were in there and low tax basis, low cost. 


Q You mentioned she put in $150,000 in the 


@- we 
Po ae 


Mercury Partners. Wasn't the minimum investment 


supposed to be $200,000? 


A It was. 
Q Did the other investors But. 41-206 ,000? 
A We had some exceptions, in a desire to get the 


fund going. 


Q She was one of the exceptions? 
A She was one of the exceptions. 
a 
Q Was Mrs. Anna McDonnell's account also one 


of those accounts with low tax base securities so that 


they were not actively traded? 


A Mrs. Anna Murphy McDonnell? 
% ¢ 
2 Yes.. 
A Yes, that's correct. 
Q Did you call Mrs. Anna Murray McDonnell in 


late January 1969 in connection with adding funds to her 


subordinated account? 


A I think it was all done by her son, Murray 


McD*nnell. I could have called her about the mechanics 
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or the transfer. 

Q But you don't remember doing so? 

A No. But we would have been involved in 
instructing the margin department to journal securitie 
from one account to another. | 

{ 

Q You told us everything you told Mrs. Murphy . 

in that January conversation, have you not? 


MR. BROOKS: I object to it. being character— 


ized as a January conversation. Mr. Olney has been unable 


tt. 
THE COURT: I sustain the objection to the 


the question. 


Q Did Mrs. Murphy ask you any questions in that 


conversation? 


I'm sure she did. 


A 


0 What questions did she ask you , sir? 


* 


A I'm sure she asked about how the rate of 


interest was paid. I mean this was one of the 


reasons for her subordinating. It was advartageous 
to provide additional income. 
Q Did she ask you any guestiors about the risk? 


A She may have. I think she probably did. 


Q What did yu tell her? 


I'm sure I explained what limited knowledae 
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I had of the risk of an investment in a family company 
of which her brothers and sisters were also -- and her 
mother had put money in. I couldnt articulate the 
risks in terms of ites ane regulations. 

Q Did you mention anything to her about 
various assets that the company had? 

A No. 

Q Do you remember mentioning to her anything 
about furniture? 

A No. And furniture isn't an asset, so I 
didn't tell her about furniture. 

Q Is furniture part of the net worth of the 
company? 

A I don't think so because it was leased by 


something called McD Leasing. And the paintings were, 


as you brought up before, in some cases owned by 


individuals, not the firm. 
Q Did you tell her anything about the problems 


of the company when she askedyou about the risks? 


A You have a pretty long conversation going 


Was it a long or short conversation? 
A I think it was pretty short. She was 


familiar with the problems as we were both trying to 


rar Olney-crosS-redirect 
work them out. 

Q But you didn't tell her anything, add anything 
to her information about the problems, did you, sir? 

A I can't recall the whole nature of the 
conversation. 

MR. BEEBE: No further questions on cross. 
REDIRECT EXAMINATION 
BY MR. BROOKS: 

Q You testified that you evaluated Anna 
McDonnell's account, I believe. Did Anna McDonnell put 
in any more capital to that account at this time? 

A Yes. 

Q Was that account subordinated at the time 
you evaluated it? 


A She had a subordinated account. 


Q Did she add more assets to that account? 


A I think she agreed to subordinate more 
securities which were put into that account already 
in existence. 

o Did Anna McPonnell's addition to her 
already subordinated account precede Mrs. Murphy's 
subordination? 

A I think sc becasue she had a subordinated 


account already opened. 


SOUTHERN Dis FICT COURT REPORTERS. US COURTHOUSE 


Olney-redirect 1792 
Q How about Marjorie F. McDonnell, Murray's 
wife, did she add to a subordinated account? 


MR. BEEBE: It's beyond the scope of the 


cross. That's my objection. 


MR. BROOKS: I think he has qot me, vour 


COURT: Sustained. 

BROOKS: No further questions. 

COURT: Je will take our recess now. 
(Witness excused) 


(Recess) 


L793 


(In open court; jury present) 
MR. BROOKS: We call as our next witness 


Mr. Paul McDonald, with a D. 


PAU L Ks M.-C DON AcE, D , called as 
a witness by the defendant New York Stock Exchange, 


& 


being first duly sworn, testified as follows: 


DIRECT EXAMINATION 
BY MR. BROOKS: 
Q By — are you employed, Mr. McDonald? 
A W. R. Grace & Company. 
Q What is your position there? 
A I'm vice president. 
Q Have you attended college, sir? 
A Yes, sir. 
Q What college? 
ao Harvard College. 
Q Did you graduate with a degree, sir? 
A Yes, sir. 
Q Did you have any training beyond collece? 
A Law school. 
(e) Which law school? 
A Harvard Law School. 


9) Did you obtain a deqree? 
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| 
A Yes, sir. | 
| 
| 
| 
| 


Q Are you admitted to the bar in any state? 
A Yes, sir, Massachusetts. 
Q Summarize for me your employment since you 


graduated law school up until July 1969. 

A I was at W. R. Grace & Company for nine years 
and then I had my own small investment company for nine 
years, which I still have. Then I returned to W. R. Grace 

ee & Company in May of 1974, a year ago. 

Q Did you see any service at McDonnell & 


Company, Incorporated? 


A Yes, sir. 
Q Would you date that period of that service? 
A Between July 1, 1969 and approximately March 


17. of 1970, eight months. 


Se And in what capacity did you serve at 


McDonnell & Com pany? 


A I had a series of capacities. I hecame 


involved first when I was requested to invest some money 


in the company in the last quarter of 1968. Then in the 


second guarter of 1969 I was asked to interest myself 


in the company as a problem and as a friend and as a 


consultant, which I did. And in the ensuing months I 


became president and chief executive officer and sole 
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trustee of the voting trust representing the controlling 
ownership. 

Q Let's back up just a bit to the consulting 
firm that you had prior to joining McDonnell. Could 
you describe the service that that firm would provide 
for a client or a customer? 

A Yes. Well, it was a two-pronged service. 
It was by and large helping organizations in the 
Public domain, hospitals, child care institutions, 
colleges and others with their financial problems and at 
the same time managing their portfolios and those of a 
few families. 

0) You mentioned that in late 1968 you had been 
asked to put money into McDonnell & Co. Was it your 
money that you were asked to put in-or was it clients' 
monies that you were asked to recommend investment in 
McDonnell & Company? 


A There was no preference stated as to where 


the $8 million would come from. But the thought was 


I would be able to marshal some funds from other 
sources not necessarily my clients. 

Q And did you decide to make the attempt? 

A I studied the case and decided not to make 


the attempt. 


SOUTHERN DIS’ HICT COURT REPORTERS. US COURTHOUSE 


rdr McDonald-direct 1796 


.@) What was the basis for your decision not to 


make the attempt? 


A Well, there were two or three considerations. 


One was I had the meetings with the management of 


McDonnell & Compan; and I looked at financial statements 


and their cash flow projection and it seemed to me, who 


at the moment was very nervous about the future of 


‘Wall Street, that it represented a higher risk than I 


cared to take. 


I also studied the Subordinated lender 


agreement under which funds would he contributed to the 


company and concluded thatthis was an agreement which I 


would not enter. 


Q What did you know about Wall Street at that time 


which led you to’ believe that it didn't have a accd 


A Well, I had been investing money in, let's 


see, the end of 1968. I had taken all of my funds out 


of the common stock market then because, a self serving 


Statement, 


I foresaw a bad time for the common stock 


market. I knew this would have implications upon 


the volume and the revenues that stock brokerage houses 


could earn. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
future for such an investment? 
| 
| 
| 
| 


Q You said you were approached a little later on 
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when you joined up with McDonnell, as a friend. Dia 
you know personally any members of the McDonnell family 
say in early ‘69 or before? 

A Yes. It was primarily Murray McDonnell 


the chief executive officer of McDonnell & Company, 


That you knew on a personal basis? 
Yes. 
Did you know Anna McDonnell? 
Yes, sir. 
Q Did you know James McDonnell? 
A I don’t think. so. I may have met him 
socially. I .don't recall. it. 
(9) oe you know any other members of the 
McDonnell family before you came aboard at McDonnell 
& Co.? 
A If I did, I don't remember wise: 
Q You said that you were asked to come aboard 
as a consultant in the initial stage; is that correct? 
A Yes, sir. 
Q Can you tell me who approached you to come 
in as s consultant and what that person said to you 


and what you said to him? 


A Well, in the first instance it was Murray 
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-MeDonnell who asked me to come in. He knew I had had 
experiénce with companies and managment, principally by 
virtue of my time at Grace, and he continually expressed 
the thought that he had planning problems and manaqement 
problems and capital problems, and I repeatedly said that 
I wouldn't even consider it unless all of the 
management asked me to come in. I knew that he had 
buat in a fairly expensive president only a few 
months before and that it would be quixotic to try te do 
anything unless they all wanted somebody to come in and 
do something. 

Q About what time did you have this conver- 
Sation with Murray McDonnell? 

A ini were several conversations and I would 
Say they ran during April, May and June of 1969. 


1] Would Lawrence O'Brien have been the expensive 


president that had been brought in a few months before? 


A Yes, sir. 

Q Was there a subsequent conversation with 
Murray McDonnell about your coming aboard McDonnell & 
Company's management team? 

A Could you narrow that down a little bit? 

Q Well, you have told us of the one 


conversation where he put the proposition to you and you 
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told him that you wouldn't consider it unless all 


management was agreed. 


A Right. 

Q What happened next? 

A Well, that was not once, that was several 
times. 

(2) I see. 

A I think the next key moment, which I think you 


are after there, was a moment in middle or late June of 


1969, when I wai. my office at maybe 20 minutes of 
ten one morning and Murray asked me to come riqht over, 
that negotiations were starting at 19 o'clock that 
morning for.a merger of the firm with a company called 
Scheinman, Hochstein & Trotta and that all of the 
management of McDonnell & Company had coalesced in the 
decision that they wanted somebody else to come in and 


negotiate with Scheinman on behalf of McDonnell. And 


so Iwent over and had a training period of about ten 


ee and began the meeting. 

Q Did that rather short notice assignment 
generate into a more permanent position at McDonnell 
& Company? 

A Yes,sir. 


Q Can you tell me how that came about? Were 


SOUTHERN DIS.FICT COURT REPORTERS. U.S. COURTHOUSE 
FOLEY SOUARE. NEW YORK. N.Y. — 791-1020 


rdr McDonald-direct 
there any formal arrangements, a contract or 
discussions to formalize your position there? 

A Well, frankly, I backed into it. It was a 
case of increased distress, if I may. And the 
Management of McDonnell & Company at the moment had 
their disagreements among themselves. As I talked to 
Scheinman, Hochstein & Trotta I realized that the 
situation was rather serious, that a merger was not going 
to be the easy answer, and I began, I guess, developing 
into more and more responsibility. Ultimately there 
was a formal relationship. I think I said in the 
deposition it was a matter of levitation into a vacuum. 

Q Had you gotten yourself solidly into the 
vacuum by the uit of June, say, 1969? 

A No. : Not solidly. I would say in July 
and August I became frialy solidly involvedto a point 


where I didn't feel I could walk out. 


McDonala- direct 1801 


Q Do you recall’a meeting at the Carltcn House 


| Hotel about late June or early July, 1969, sir? 


Yes, sir. 

Who called that meeting? 

Murray McDonnell and I called that meeting. 

Q What was the purpose of your calling that meeting? 
A Well, the purpose was to put the investors in 
‘ioe company, particularly the family, on notice that the 
situation was very serious. 

I think that Murray and I spoke of it to each 
other in terms of giving them a “straight dosage," parti- 
cularly Mrs. Anna Murray McDonnell, as to whom everybedy 
is very respectful, and warn her more or less that in 
terms of their life style they should stop thinking of 
McDonnell & Company as being a significant source of income. 

Q Do you recall how long the meeting lasted? 

A Ch, my goodness, it seemed ee I would 
guess maybe an hour and a half. 

Q Were you the fellow at the meeting who gave them 
the "straight dosage"? 

A Primarily, yes, sir. 

Q Did you then talk for approximately an hour and 
a half? 


A That is a guess. More or less, yes, sir. 
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| 

| 

Q And was the subject matter of your conversation | 
J 1 


the problems at McDonnell & Company? 


ad a\ Yes. 
Q What did you tell them? What problems did you 
m® discuss? | 
A Well, it was fairly early in the game. 2. eRink | 


that we told them -- I am trying to think a minute now -- 
r think that we told them -- the primary purpose of the 
conversation was to warn them that their capital at risk 
was terribly at risk and that if circumstances in the 
investment banking industry could improve, fine; but if | ’ 
they didn't they may lose their money. 

Q Can you recall the group that attended that 
meeting, the rate of the individuals? 


A Well, I remember some of ther clearly, of course. 


Murray and Tt were there -- 


MR. BEEBE: Excuse me, I believe this is doubly | 


or triply redundant. A question on this subject has been 


: sd 
asked and answered many tim: . It is getting very duplicative. 


THE COURT: Well, can you recite them quickly? 


THE WITNESS: The per+ons? 


THE COURT: Yes. 


THE WITNESS: Murray and I, of course, vent sogothed 


Mrs. Anna Murray McDonnell was there; Anne Johnson and 
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Dean Jchnson; Sandra, Morgan McDonnell, and there were other 
I didn't know them at the time so I don't register a 
clear image of that. 

(a) Did yeu have any personal conversation at this 
meeting with Anne Murray McDonnell? 

A Oh, I don't recall anything other than the 
courtesies. 

Q Thereafter, let's say between the Carlton House 
meeting and the end of the summer, ‘thich I would place 
arbitrarily at Labor Day, did you have any occasion to 
talk with Anna Murray McDonnell either on the phone or in 


person? 


A I couldn't say absolutely yes or no. It is entirel 


possible I cee, 

Can you narrow that down or help me at all? 

Let me try. 

At your deposition, pages 63 shu 64, beginning 
at the bottom of 63, you testified: 

"First as to information, the investors were 
kept very well informed. [I can certainly testify to that 
because I assumed that responsibility myself and I spent 
an awtul lot of time talking about it, 

8) (By Mr. Dubin) Let's talk about our clients. 


In this instance you were talking about Anna McDonnell. 
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Will you tell me how you related the information to her? 
A Yes. There wemwsome occasions when I called 

her up to talk to her, and whenever I did she always |. 
responded by saying whatever was all right with Jim was | 
all right with her, and in some cases whatever was all right | 
with Murray it was all right with her, and in some lestanene | 
whatever is all right with you" -- I take it you -- “is | 
all right with her. She is a very lovely lady." l 


Does that refresh your recollection? 


| 
A Yes, that is true. I. wouldn't necessarily box | | 
it into Labor Day though, counsel. 
Q It would continue LEeyond Labor Day? | 
A Yes. l 
Q Would it have taken place before Labor Day? 
A Probably. 
Q And in these telephone conversations would you 


discuss the affairs of the McDonnell Company with Anna | 


McDonnell? f | 
A Well, I would try, but, honestly, I think -- | 
well, she appeared to me not to want to hear too mich of it. | 


Q Did you form a judgment as to why she didn't want 


to hear too much of it? 


and she was an elderly lady even then, and I sensed that 


| 
| 
| 
A No, but, you know, she is a beautiful person, 
| 
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it was a discomfort to her. 
Q At the Carlton House meeting did you discuss 


with the investors any plan or way of attempting to work 
out the problems that McDonnell found itself in? 

A Well, I am sure we did in general terms indicate 
a determination to try to salvage the firm. 

I am also sure that wevere not able to give 
them a very specific plan because this was an incident 
without precedent at the time, and we did not really know 
what our options were. We were simply determined to 
discover them and to analyze them and to do what we could. 

Q What did you mean when you said this was an 
occasion which was without precedent at the time? 

A Well, repeatedly as we went through this event, 
counsel, where we came upon questions, decisions, and 
we sought to find out what the rules of the game were, and 
repeatedly we were told that there really hadn't been 
an insolvency or a threatened bankruptcy of a major member 
firm of the New York Stock bo hts in recent times. There 
had been Ira Haupt, which was a clear case of wrongdoing, 
which was really not a precedent, and so we were constantly 
required to do what we thought was right. 

Q Did you during this period of the swnamer of 1969 
make any analysis of the alternative of closing McDonnell da 
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A Wes, Sir. 

Q And what was the conclusion you reached as 
a result of that analysis? 

A IL particularly formed a little informal group 
of prominent people in the investment —re industry 
who were concerned with the industry and with the implica- 
tions of this incident for the industry, many of them much 


Older men, and I went around to see ther and asked them 


their advice, particularly upon the possibility of liquidating 


the firm quickly ‘in the interest of saving what capital 
was there. 

The advice I received and the conclusion which 
I reached was that that was the one thing we should not do. 
The reason, if you want to know, & will tell you. 

Q I would like to know. 

A Well, there had ._en particularly a problem in 
the back office vhen aie & Company had undertaken 
to convert their Operations to a computer, and I recall 
learning early in the game that in November of 1968 there 
had been a time span of some 10 business days when the 
computer had Simply elaxed.blank tape. There was nothing 
but blank tape came out of this machine, and again I 
understand it happened in May of 1969. 


In those days they were doing something like 65,00 


j 
j 


| 


t 


| 
| 
| 
| 
| 
} 
| 


ry 
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trades a day or a week, so thera was a tremendous block 
of business as to which there was no record, and nobody 
knew what the transactions were or what the liabilities 
might be, and it was this question of the contingent 
liabilities that caused a great many of the subsecuent 
decisions. 

Q Did you come to any conclusion as to what would 


happen to the investments of the capital contributors i¢ 


McDonnell & Company licuidated at about the time you made 


this analysis, I guess in midsummer of 1969? 


A Yes, sir, 
We were unable to identify whether those cen- 


tingent liabilities were $20,000,000 or $2¢ -000,000, but 
g 


we were reasonably sure, based on the volume of business d ong 


that the contingent liabilities were well in ©xee*» of 
the capital available in the firm, and we concluded that 
the liquidation of the firm was one quite certain way to 
eliminate all of the capital in the company. 

Q And I suppose the other alternative presented 
some hor of continuing ind saving some? 

A Just some hope, yes, sir. 

Q Let me show you a memo to which is attached 
a press release which was admitted into evidence as Exhibit 


’ 


T, Mr. McDonald, and © ask you if that is familiar to you? 
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A Yes. You recognize it as being six years, and, 
yo. know, if you tried to fool me you probably could, but 
in substance I recognize this, and this was a statement 
that was issued on August 1, 1269. 
Q What about the memo, the first couple of pages, 


sir? Can you tell us what that is? 


A Well, it was a statement to all officers and 
stockholders of McDonnell & Company from the management 
task force reporting the action plan that was being adopted 
effective August Ist to attempt to salvage the firm. It 
involved an announcement of a rather severe expense 
reduction including salaries and 2 reduction in work 
‘and some changesin personnel. 

Q Let's focus on the press release, sir. 

That réports on an arrangement that had been 
reached at the time for an infusion of I believe it is 
three to ten million dollars in capital. Were you familiar 
with that arrangement? 

Yes. 

Had such an arrangement been reached at the time 

release.was put out? 


Yes. 


Can you tell me with whom the arrangement was reached 


The arrangenent was reached between myself and 


sl1h9 McDonald-c 
Dan Lufkin. 

Q Could you identify Mr. Lufkin for the jury? 

A Mr. Lufkin was one of the founders and, I believe, 
chairman of the hoard of Donaldson, Lufkin & Jenrette, 
a mamber firm, and at the time was a member of the Board 
of Governors of the New York Stock Exchange. 

Q Was he personally going to put money into 
McDonnell? 

A Yes, if permitted. 


What was tne problem? Why was permission neces- 


A There was a constraint, I don't: know whether it 
was a constraint by the SEC or the New York Stock Exchange, 
but there was a legal type constraint against a principal 
in cne member firm investing in another member firm, and 
he contemplated obtaining an exception because of the 


exception circumstances. 


Q Was Mr.-Lufkin also marshaling other people's 


money to make this capital infusion? 


A Yes, air. 

Q Now, I take it on the day of the press release 
you considered you had a deal? 

A Yes, sir. 


Q did the deal come apart subsecuently? 
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Yes, sir. 
What happened? 
Well, it didn't go through. I don't mean that 
to sound frivolous, but themwere very senous conversations 
in the ensuing weeks, and meetings on weekends, and one 
Sunday night Dan telephoned =e at home to tell me that he 
was not going to proceed with the understanding. | 
Q About (.cv much later did that occur? | 
A Ch, on the order of magnitude of two to three weeks 
I would think. | 
Q you mentioned.a management task force. Can you | 


’ 
‘ 


describe the role of that task force in an@ about his time? 
We are talking about the first three weeks of August, 1969. 


A Well, I recognized early in the tame that in 


| 
| 
' 
a distress situation there are several different schools of | 
} 


thought, and it's a good idea if you want to get anything se 


to let every school cf thought have a voice in the decision- 


. i 
‘making process. . | 
The schools constantly change as people left | 


the firm, but I did bring together the chief groups of people, 


| 
well, let's say one group of people the compesition of scene 
changed more or less constantly to participate in the key | 


decisions. 


Q Was James McDonnell a member of that task force? 


| 
| ‘ 1811 
| McDonald—direct 
| A At times, yes, sir. 
| Q Was he on the premises of McDonnell & Co.'s 
| headyuarters office about this time? 
| A At times. 
Q Did he lend any assistance in this Salvage 
program? 
A He was wonderful. 
Q Tell me what he did. 
A Well, he is a very intelligent and experienced 


businessman, and he was able to come in from ois home and 

from his other businesses at personal sacrifice and attend 
our meetings and study the situation, you know, within the 
limitations of somebody who had not been in this business, 


and he did all that, what I would hope I would do if I was 


in his position 


3 @ 
Q He was an officer of the firm at this time, wasn't 
: , « 
he? : ae 
& No. 
Q Didn't he occupy the title of vice oresident and 


run the Detroit branch office? 

A I think that had been some time previous. 

Q Did you raise any additional capital after the 
Lufkin deal fell through to sort of replace the expectancy 


. 


that you had as a result of your negotiations with Mr. Lufki 
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A Well, yes and no. We raised additional capital in| 
the sense that we sold off assets for more than the value | 
on the books. For purposes of maintaining our requirements | 
with the New York Stcck Exchange, that this was the raising 
of additional capital. 

As far as the real new money coming in which 
I thought that Lufkin and others were going to provide, 
it never did come an, but there never was a moment that 
we stopped trying. For months we always had a new prospect 
as to which we were hopeful. 

Q How much money did you raise in these other ways 
by selling assets for more than they were worth? Do you 
recall any figures? 

A Qh, I would have to he general about that. It 


was. in the millions, and not t.o far, I would say, from 


the six million. 
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Q Was the 6 million the figureyou hoped to realize 
from the Lufkin deal? 

A Yes -~ no, no. Excuse me. Lufkin was going to 
put together $3 million of new investors and we were going 
to sell off between 6 and $7 million worth of excess net 
worth. 

Q And, as I understand it, you did generate $6 millid 

A We did the latter in substance, yes. 

Q Was the selling off of these assets which you 
mentioned sometimes called a plan of ae 

A That was one of the terms used, yes, sir. 

Q What kind of assets did it involve selling? 

A Well, we sold several of the branch offices to 
others. We sold the Mc Donnell ene Fund. I remember 
we even finally sold the lease on the premises at a 


ssubstantial profit. 


Q What was happening in the brokerage-financial 


industry at about this time, August, September 1969, 
how were conditions going? 

A They were very poor. 

Q What was happening? 

A The volume on the New York Stock Exchange was 
sharply down from prior levels. The value of equities 


declined, which meant that much of the capital in these 
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investment banking houses which was in the form of common 
stocks was diminishing. It was a very depressing decline 
all the way around. 

Q Were there times during this period when you saw 
any hope? 

A Oh, definitely, Definitely. I established the 
Practice cf getting a little computer printout every morning 
a to how many trades had been executed by the 26 offices of 
Mc Donnell & Company the d=’ before and there were times 
when you definitely had an up beat and ‘ hope. ‘re were 
times, of course, when the stock market would have a few 
good days and the hope is the father of the thought. 

YOu believe that the problem was going to work its way out. 

Q Who devives the plan of retrenchment and the plan 
of selling off the assets to raise the $6 million, whose 
idea was that? 

A You know, ee gan Originally done by the staff of 
Mc Donnell & Company . I don't know exactly who they were, 
but most businesses will have what we call a Black Friday 

- Plan, what would we do if everything were to turn purely on = 
When J got there they did have such a plan. We deliberated : 

| 

| 


that quite a bit. I would think that the management task 


force, which I mentioned a moment ago, was responsible 


for refining and implementing those parts which ‘seemed 
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feasible. 


Q In your search for new capital, did James 


McDonnell lend any asvistance? 


A Oh, yes, he was.wonderful. Yes. 
‘ Q Can you tell us what he did that you recall? 
| A Well in substance he did the same thing we all 


| @id. He went around and tried to find a fat. cat who was 


interested in investing in an investment banking house. 


| 
| I recall that he brought in a man named Joseph Meehan 
| one aftermoon. 

| I think he had conversations with a Mr. Max 

| Pisher and together we talked about Henry Ford. I think -- 
I don't know what all he did, but I do know that, you know, 
he did everyting in his power to safe this firm. 

Q Are you familiar with the capital reorganization 
that occurred at Mc Donnell & Company in the September, 
October time period in 1969? 

A Yes, sir. 

Q Can you describe to me what the mechanics of it we 
and what the objective of those mechanics was? 

A In detail it was enormously complicated, but in 
substance the mechanic was to convert the interest of some 
of the subordinated lenders, whose interest was a credit 


against the corporation, into equity of the corporation. 
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M™ That is what we did. It involved more than one step and a 
great many drafts. But that was the objective and that is 
whac we did. 

Q At or prior to the effectuation of the plan did 
you have any discussions with Margaret Murphy in connection w 
her consent to that plan? 

A Well, % am.sure I did. 

Q Do you recall what yatold her? 


A I don't believe I told her anything different from 


ma what I told everybody else. I think I tried to conscient- 


iously from the beginning to establish and cpen communication 
B with everybody who had a substantial interest in this »>rob- 
lem, and I think I kept them informed on a continuing basis 
of the risk to the firm. 
I am sure I informed all of. the subordinated 
enders, Mrs. Murphy among them, that conversion of their | 
# subordinated vosition on equity for > firm was one 
last hone. : 
Q Whose idea was the reorganization, who came up with | 
| that plan? 
? I coulén't swear to it, counsel, but I think it 
originated with Sherarman & Sterling who were the legal 


fF counsel for the Firm. 


Q Would that be Mr. Tom Ford and his fellow lawyers? 
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A Yes); \sixr. 

Q During the period that you were at Mc Donnell & 
Company did you have occasion to discuss its problems with 
representatives of the Securities and Exchange Cen entans 

A Yes, sir. 

Q Did members of the staff of the Commission from timl 
to time visit at the premises of Mc Donnell & Company? 

A Whether they were members of the staff of the 
auditing firms sent in by the SEC is a fuzzy point in 
mind. But certainly agents in one form or another of the 
SEC were in the house more or digeed continuously for months. 

Q Did you have telephone discussions with any staff 
members or anyone else connected with the SEC? 

A Yes, sir. 


Q Do you recall some of the names of the gentlemen 


you spoke with at the SEC during this period? 


. 


A Yes; sir. 

Q Can you tell us those names? 

A Well, again yes and no. There were many what I 
would call kind of staff people from the SEC in the firm 
who would come and talk to me sometimes. Maybe it would be ing 
the corridor or maybe it would be in my office, 
honestly recall their names because there were many and the 


exchanges were short. Put I certainly did have more lengthy 
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exchanges with the chairman of the SEC and the chief enforce- 
ment officer in Washington, Mr. Pollack and Mr. Sporkin and 
subsequently toward the end with the regional administrator, 
mj a Mr. Duffy. | 
Q In respect to your -- was theone meeting with the | 
s chairman of the SEC? | 
A Yes. ,; 
Q There has been a memorandum that has been put into 
evidence by the plaintiffs, sir, which refers to such a meet- 
ing, describes se. I would like you to look at it and try 
-to recall the meeting yourself and tell me whether that 
memorandum, which is Plaintiffs’ Exhibit 67 is an accurate 


description of the meeting which you had with Chairman 


Budge? 
-A Yes, it’'is almost two pages’ and I didn't write 
it ard I didn't receive it. May I read it? 
2 : 
Q Yes, sir. 


I appreciate you didn't write it. 


(Pause.) 


MR. BROOK:S Let me just say for the record this ta 


a memorandum by Mr. Newman dated January 22nd, which ' 


is a memorandum of a meeting supposedly had on January 22nd, 


S which is Exhibit 67. 


MR. BEEBE: I would also say for the record 
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I agree that it is in evidence. Our records indicate there 
was some ambiguity on it, whether it has been identified or 
marked in. We are both agreed it is in evidence. 

MR. BROOKS: That's what my annotation says but 
I will have to be guided by the record. 

A Yes. I have read it quickly and I do recall 
seeing this at my deposition a year and a half ago. 

| Q Isthat an accurate description of the meeting you 
had with Chairman Budge, sir? 

A Not at all. 

Q Tell me the circumstances of your meeting with 
Chairman Budge and essentially what was said by you and what 
was said by the chairman or whoever else was in attendance. 

A etl. Lees one afternoon, I gather it was around 
January 20, 1970,:1 received a telephone call from somebody. 
This says that it was a columnist in Washington named 
Jack Anderson. If it wasn't he, it was anmuteodir in 
Washington, telling me that Mr. Anderson was about to run 
a column on the Mc Donnell & Company situation. 

I mentioned it to one or two of these senior 
people who were advising me and they were concerned about 


the impact which such a column could have-upon the investing 


public. 


Believe me, if a sensational kind of story were to 
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appear causing the public to believe that a major senior 


firm were about to go up the flu, it could cause investors 


to become anxisus about their money and come into other 


firms and claim it. 


MeLonald-direct 


So I called up the office of the chairman 


of the SEC who was at the time Mr. Budge and identixied 


myself to his secretary and said I would like to rome 
down and see him the next morning at 9 o'clock. She 
called ight back and asked me to come. 

I met with Mr. Budge at 9 the next morsing 
in the company of Mr. Harry Lindh, who was then senior 
vice president of McDonnell & Company in charge of 
operations. Mr. Budge told me somewhat sterniy that they 
were receiving a great many complaints and pressures from 
Capitol Hill about the conditions on Wall Street and that 
I believe the figure 23 per cent of them related to 
McDonnell & Company and that he wanted to have us fish 
or cut bait. 

So I explained to him what the situation 
was, what we had done, what the progress had been, 
and I had cleraly identified in my own mind the night 
before that if we had about six weeks more we could 
probably get done about all that could be done. x 
didn't koe tee oi weeks. I was simply informing him 
the risk that might be avoided with six weeks more of 
effort. 

He was very sympathetic and really very 


responsive and brought in Mr. Sporkin and Mr. Pollack, 
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and Mr. Lindh and I then spent most of that day with 


those two gentlemen. 


This memorandum, ifyou want me to respond to 


this memorandum, is quite inaccurate in a very important 


point, in that it say; that the SEC promised me the six 


weeks. They didn't. I wish they had. 


I went back to New York and every day for 


six weeks I wondered how muchtime we were going to be 


‘allowed. At the end of the six weeks I knew. 
Q What happened at the end of the six weeks? 
A Well, at the end of the six weeks a couple of 
ignificant things happened. One was that we received 


the report of the auditors of the New York Stock | 
Exchange. I'll think of their name in a minute’. | 


QO -. Let me stop you right there. Is the name 


Lybrand, Ross Brothers & Montgomery? 


| 
| 
' | 
A That's right. And maybe they were sereesecse” 
| 
tives of the SEC, | 
| 

Q I was going to suggest that they be retained | 

by McDonnell & Company. 
j 

A I don't know who was paying their bill but 


their audi+ was the key thing. 


McDonald-direct 

Go ahead with that in mind. 

We had been waiting for months and months to 
rind out if there was any possibility of their identifying 
this contingent liability, you see. And when they 
finally came along with their report and indicated that 
they could not, we knew that time was owt: 

Also it was more or less at that time that 
kine SEC moved to impose sanctions upon the firm or 
individuals in the firm for prio: practices. 

Q How was the story of McDonnell & Company 
brought to a close mechanically? What did you do to 
essentially go out of business? 

A Well, I called a meeting at First National 
City Bank of ‘his auditors, the bankers and representatives 
of the New York Stock Exchange and presented them with 


my understanding of the facts and my conclusion that at 


that point it was not possible to continue the firm 


within the fules of the game. Specifically, the 325 
requirement as to capital. 
Cc Was a liquidation then the result? 
A Yes, Sir. 
Was a liquidation agreement sianed? 
Between -- 


McDonnell % Company and a liquidator. 
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A I believe so. 
Q Iam trying to qet exactly what you did 


mechanically on paper. 


Fa 


A Mechanically whatever you do when vou decide 
® to liquidate, we did it. 
P Q I thank you for your patience, Mr. McDonald. 
I'm through and I have no more questions on direct. 
THE COURTS How long do you think you 
will be, Mr. Beebe? ; : 


MR. BEEBE: I am going to be long enough so 


I. might suggest that it would be perhaps more ~-- 


‘THE COURT: You will need more than 15 


OS APRON SRI YE ees neem 


minutes? 


perhaps substantially more than that. I have a lot of 


questions to ask this man. 


THE COURT: I will have to ask you to return 


| 
} 
| 
MR. BEEBE: More than that. I would say 
| 
' 
i 
| 


at 10 in the morning, Mr. McDonald. 


We will stand in recess until 10 in the 


morning, ladies and gentlemen. Goodnight. 


(Jury left the courtroom) 


THE COURT: For my information, what is the 


_Pprognosis for this case? 


MR. BROOKS: Subject to Mr. Beebe’s 
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crosS-examination of Mr. McDonald the stock exchanae 
plans to call one more witness, Mr. Bishop. 

THE COURT: Then you will rest? 

MR. BROOKS: Yes. 

THE COURT: What does your redirect case 
entail? 


MR. BEEB E: I would say it's in the midst of 


intense review. It's being studied. t might not 
be very long. It depends in part on the eross of Mr. 
Bishop. The last witness that they are calling. 
I wish I could be more precise but I realiy can't. 

MR. BROOKS: I should add that we plan to 


ado about ten minutes worth of reading from the deposition 


of Fred J. Stock, adeceased officer of the exchange. 


It won't take more than ten minutes. 

THE COURT: Then it.might be that there 
will be argument on Thursday. 

MR. BROOKS: I'm still worn cut from 
yesterday's argument. 

MR. BEERE: I'm raring to go, sir. 2 Chink 
that Thursday would be a good thing to shoot for. 

THE COURT: My problem is one juror is 
not going to sit Friday, which means I couldn't charge 


Friday anyway. 
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Do you anticipate that your closing 
eveimente WLS be of the same length as the arquments 
on the motion to dismiss? 

MR. BROOKS: I dont know, your Honor. 
think that may be inadvisable. It's a long time to 
keep the jury's attention. I haven't finely focused on 
that. 


THE COURT: I think a day should be allowed. 


I am not going to start charging the jury at 3:30 in 


the afternoon. 

Why don‘t we nlan, then, assuming we have 
gotten to thatpoint, that we have arguments on Monday 
and charge on Tuesday, regardless of when we finish 
the testimony? 

MR. BEEBE: I think that is a fine clan. 

THE COURT: TY hate to separate the arguments 
from the jury's consideration by a weekend, plus my 
Friday motions. 

| MR. BROOKS: That would be aqareeable. 
COURT: All right. 

MR. STEIN: In these circumstances then, 
unless anyone has any real objection to it, I will 
withdraw for the two days of testimony on the same basis 


that I did last week. 


THE COURT: All right. 


(Adjourned to May 14, 1975, at 10 a.m.) 
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